
U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON : 

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512–1800; DC area (202) 512–1800

Fax: (202) 512–2250 Mail: Stop SSOP, Washington, DC 20402–0001

88–285 PDF 2003

COMMODITY FUTURES
MODERNIZATION ACT

HEARINGS
BEFORE THE

SUBCOMMITTEE ON

GENERAL FARM COMMODITIES

AND RISK MANAGEMENT
OF THE

COMMITTEE ON AGRICULTURE

HOUSE OF REPRESENTATIVES

ONE HUNDRED EIGHTH CONGRESS

FIRST SESSION

JUNE 5 and 19, 2003

Serial No. 108–8

(

Printed for the use of the Committee on Agriculture
agriculture.house.gov

VerDate 11-SEP-98 14:56 Jul 18, 2003 Jkt 088285 PO 00000 Frm 00001 Fmt 5011 Sfmt 5011 F:\DOCS\1088 HAGRI PsN: HAGRI



COMMITTEE ON AGRICULTURE

BOB GOODLATTE, Virginia, Chairman
JOHN A. BOEHNER, Ohio

Vice Chairman
RICHARD W. POMBO, California
NICK SMITH, Michigan
TERRY EVERETT, Alabama
FRANK D. LUCAS, Oklahoma
JERRY MORAN, Kansas
WILLIAM L. JENKINS, Tennessee
GIL GUTKNECHT, Minnesota
DOUG OSE, California
ROBIN HAYES, North Carolina
CHARLES W. ‘‘CHIP’’ PICKERING,

Mississippi
TIMOTHY V. JOHNSON, Illinois
TOM OSBORNE, Nebraska
MIKE PENCE, Indiana
DENNIS R. REHBERG, Montana
SAM GRAVES, Missouri
ADAM H. PUTNAM, Florida
WILLIAM J. JANKLOW, South Dakota
MAX BURNS, Georgia
JO BONNER, Alabama
MIKE ROGERS, Alabama
STEVE KING, Iowa
CHRIS CHOCOLA, Indiana
MARILYN N. MUSGRAVE, Colorado
DEVIN NUNES, California
——— ———

CHARLES W. STENHOLM, Texas,
Ranking Minority Member

COLLIN C. PETERSON, Minnesota
CALVIN M. DOOLEY, California
TIM HOLDEN, Pennsylvania
BENNIE G. THOMPSON, Mississippi
MIKE MCINTYRE, North Carolina
BOB ETHERIDGE, North Carolina
BARON P. HILL, Indiana
JOE BACA, California
RICK LARSEN, Washington
MIKE ROSS, Arkansas
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(1)

COMMODITY FUTURES MODERNIZATION ACT

THURSDAY, JUNE 5, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GENERAL FARM COMMODITIES

AND RISK MANAGEMENT
COMMITTEE ON AGRICULTURE,

Washington, DC.
The subcommittee met, pursuant to call, at 10:01 a.m., in room

1300 of the Longworth House Office Building, Hon. Jerry Moran
(chairman of the subcommittee) presiding.

Present: Representatives Smith, Pickering, Burns, Musgrave, Pe-
terson, Alexander, Dooley, Pomeroy, Boswell, Etheridge, and
Larsen.

Staff present: Jon Hixson, subcommittee staff director; Dave
Ebersole, senior professional staff; Callista Gingrich, clerk, Kellie
Rogers, and John Riley.

OPENING STATEMENT OF HON. JERRY MORAN, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF KANSAS

Mr. MORAN. Good morning. Our subcommittee will come to order,
and we are here today to review the Commodities Futures Mod-
ernization Act.

I am delighted to have our witness today, Mr. Newsome, the
Chairman of the Commodity Futures Trading Commission, with us.
Just a couple of opening thoughts and then we will turn to our wit-
ness.

The futures industry plays an important role in the U.S. econ-
omy. Today, U.S. futures markets trade over 790 million contracts
annually, and it is an industry that has changed a great deal in
the past few years.

Technological changes have allowed the futures industry and op-
tions market to grow and evolve into an around-the-clock global in-
dustry. Legislative changes have allowed new products, such as
single stock futures, to be introduced, given solid legal footing to
existing products, and reflected the regulatory requirements of
internationally competitive markets for risk management products.
In the 3 years since the passage of CFMA, futures markets have
grown and developed, as well as faced difficulties and challenges.

Today, the subcommittee begins a review of the futures industry,
starting with the principal regulatory agency, the Commodity Fu-
tures Trading Commission. For an industry that has been heralded
by the Federal Reserve Board Chairman, Alan Greenspan, as pro-
moting flexible, resilient, and efficient financial systems, and criti-
cized by Warren Buffett as a threat to the financial system, I look
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forward to hearing from Chairman Newsome to determine which of
these financial icons we should believe. I welcome Mr. Newsome to
the committee.

Mr. Peterson.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF MIN-
NESOTA
Mr. PETERSON. Thank you, Mr. Chairman, and thank you for

holding this hearing. It is certainly timely for us to examine the
results of the Commodity Futures Modernization Act, which has
been law for about 21⁄2 years. And I want to join you in welcoming
Mr. Newsome, who has certainly distinguished himself first as a
commissioner, and now as chairman of the CFTC. Though it
doesn’t get an awful lot of notice, the Commission serves a very im-
portant function as the regulator of U.S. derivatives markets, and
Mr. Newsome has received wide acclaim for his leadership.

Mr. Chairman, even in the short time since CFMA’s passage, sig-
nificant events and great changes have occurred with respect to the
derivatives market. As Chairman Newsome points out in his testi-
mony, both the Commission itself and the derivatives industry
have evolved in many ways. I look forward to Mr. Newsome’s testi-
mony today, as well as the testimony we will get from the industry
representatives at our subsequent meeting on June 19. Thank you.

Mr. MORAN. Mr. Peterson, thank you very much.
Other statements for the record will be accepted at this time.
[The prepared statement of Mr. Smith follows:]

PREPARED STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Thank you Mr. Chairman for holding this informative hearing on the Commodity
Futures Trading Commission. For many years the futures industry has been vital
to the agricultural industry as a mechanism of price discovery and a risk manage-
ment tool for farmers.

Commodity futures trading laws in the U.S. started primarily as aservice to the
agriculture industry as futures markets developed for various farm commodities.
Over the years the futures industry has rapidly expanded into markets such as en-
ergy products, metals, currencies, securities, and other financial instruments.

As a result, agriculture has become a much smaller part of the overall total ex-
change. In 2002, agricultural commodities accounted for only about 5 percent of the
total futures contract volume actively traded in the u.s. With the rapid expansion
of the futures industry into other markets, agriculture sometimes does not get at-
tention in ways that might better serve the average farmer to help them buy and
sell futures contracts so that they may better manage their risk by utilizing futures
marketing.

I would suggest, Mr. Chairman, that maybe Congress, the CommodityFutures
Trading Commission, and the futures industry should be looking at different ways
that we can accommodate farm producers to better manage their own risks by utiliz-
ing futures contracts to hedge their commodities. Some possibilities for encouraging
the use of the futures market maybe to lower transaction fees or futures margins,
to offer more types of futures contracts with regards to specifications such as size,
or to offer producers more options by looking into the possibility of expanding into
new markets such as fertilizers, spray, seed, et cetera. Hedging on the futures mar-
ket is an important tool that farmers can use to manage their own risks and we
should continue to look for innovative means by which we can facilitate utilization
of the futures market.

Mr. MORAN. Mr. Newsome, I would like to reiterate what Mr. Pe-
terson said. As we deal with those, the industry that you regulate
and its customers, the Commission is getting high marks and its
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chairman receives those marks as well. We are delighted to have
you before us as our first witness on this series of hearings, and
you may——

Mr. POMEROY. Mr. Chairman?
Mr. MORAN. Yes, sir. Mr. Pomeroy.
Mr. POMEROY. Could we vote on something?
Mr. MORAN. Not at the moment, Mr. Pomeroy. Knowing you as

well as I do, we probably won’t recognize you again throughout the
remainder of the hearing. You may try later, sir.

Mr. Newsome, I thought this might be a dull and boring hearing,
but Mr. Pomeroy has arrived. But we will begin with your testi-
mony and we are delighted to have you.

STATEMENT OF JAMES E. NEWSOME, CHAIRMAN, COMMODITY
FUTURES TRADING COMMISSION

Mr. NEWSOME. Thank you very much, Mr. Chairman and mem-
bers of the subcommittee. I certainly appreciate the opportunity to
be here this morning to testify on behalf of my fellow commis-
sioners: Commissioner Barbara Holum, who is the senior member
of our Commission and has provided great leadership over the
years, particularly as chairman of our Global Markets Advisory
Committee. And then our newer commissioners: Commissioner
Walt Lukken, who is in the audience today. Walt, of course, brings
a wealth of experience from Capitol Hill and was the primary staff-
er for Senator Lugar as the CFMA was drafted, and we appreciate
the background and the technical expertise that Commissioner
Lukken brings to the Commission. And then our other new com-
missioner, Commissioner Sharon Brown-Hruska, who is a Ph.D. fi-
nancial economist, has been in the academic arena for a number
of years, and brings as well a great background to the Commission.
And I appreciate the opportunity to work with each of them. We
have a very cooperative and coordinating environment at the Com-
mission, and I certainly think that is healthy for both us and for
the marketplace.

The commodity futures and options markets play a critically im-
portant role in the U.S. economy. Today, I would like to briefly de-
scribe some of the most significant developments since the passage
of the CFMA 21⁄2 years ago. My written testimony explores each of
these issues and several others in greater detail, and I would ask
that that be included in the record, Mr. Chairman.

Mr. MORAN. Without objection, so ordered.
Mr. NEWSOME. Our mission is twofold: to foster transparent,

competitive, and financially sound commodity futures markets that
operate free of manipulation and distortion; and then to protect
users of those markets from fraud and other abusive practices. His-
torically, as you well know, commodity futures were traded pri-
marily on agricultural products, and gave farmers, ranchers, dis-
tributors, and other users of the product, a very efficient and effec-
tive set of tools to handle price volatility. The success of these risk
management efforts was recognized by those outside of the agricul-
tural sector and the model was adapted for other uses, and in-
cluded contracts to manage volatility and interest rates, stock mar-
ket indices, and foreign currencies.
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These new contracts, following the success of agriculture futures,
have enjoyed rapid growth because they have come to serve the
risk management needs of businesses in virtually every sector of
the economy. Trading in the financial contracts now is almost nine
times that of the trading volume in agricultural contracts. While
farmers and ranchers continue to use futures contracts to lock in
prices for their crops and livestock, manufacturers now can also
use foreign currency contracts to reduce uncertainty over the prices
that they receive for finished products sold overseas. Mutual fund
managers can now use stock index contracts to protect against
market volatility and effectively put a floor on portfolio losses. And
corporations in every sector of our economy can use contracts on
U.S. Treasury instruments to manage their exposure to interest
rate volatility.

To fulfill its mission, the CFTC has traditionally focused on in-
tegrity. We seek to protect the economic integrity or the markets
so that they may operate efficiently, free from distortions or price
manipulations. We week to protect the financial integrity of mar-
kets so that the insolvency of a single firm does not become a sys-
temic problem for other firms or clearinghouses. And then we seek
to protect the operational integrity of the market so that trans-
actions are executed fairly, proper disclosures are made to cus-
tomers, and fraudulent sales practices are not tolerated.

Over the years, the Commission has brought numerous enforce-
ment actions against those who have attempted to manipulate or
distort market prices. Recently, our most prominent cases, some re-
sulting in multi-million dollar penalties, have involved certain en-
ergy markets. I should note that we approach the issue of whether
we have jurisdiction over any particular transaction solely on the
basis of its economic substance. Therefore, where we have brought
charges alleging operation of an unregistered futures exchange for
contracts that have been labeled as ‘‘swaps’’, as we did in the
Enron case, it is because the economic substance of those trans-
actions was that of futures contracts.

Let me assure you, Mr. Chairman, that we are not seeking to ex-
pand the scope of our jurisdiction over other transactions, such as
true swaps and forwards, that Congress appropriately excluded
through the CEA. In the case of the over-the-counter swaps, for ex-
ample, such an exclusion was expressly provided by the CFMA fol-
lowing recommendations by the President’s working group on fi-
nancial markets, and I believe that this brought much needed legal
certainty for counter parties in this important sector.

Legal certainty and regulatory clarity are important for the effi-
cient operation of markets. We believe the best deterrent to wrong-
doing is to pursue tough enforcement actions against those who
choose to operate outside the established rules, rather than issuing
more numerous and more prescriptive regulations that adversely
affect legitimate business activity.

The CFTC’s first task under the CFMA was to modernize the
rules affecting trading facilities, both traditional and the new elec-
tronic commercial markets permitted by the CFMA. Those rule
modernizations have been successfully accomplished. Next, coordi-
nating with the SEC, as determined by the CFMA, we were able
to put into place the rules to allow trading of domestic security fu-
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tures. And in fact, two exchanges are currently trading those prod-
ucts now.

We are well underway with efforts to modernize the rules affect-
ing clearinghouses, futures commission merchants, pooled invest-
ment managers, and other intermediaries in the futures market-
place. We have identified a number of areas where improvements
can be made, from enabling financial institutions overseen by other
regulators, such as banks, insurance companies, and mutual funds,
to use the futures markets without subjecting themselves to dupli-
cative regulation, to providing appropriate registration relief to
pooled investment vehicles that restrict participation to sufficiently
well sophisticated persons, to affording FCMs with greater oper-
ational flexibility to give their customers the most efficient trade
executions.

We are also well underway with efforts to design an effective
oversight framework for clearinghouses, which is discussed later,
occupy a new place in the regulatory landscape since the passage
of the Commodity Futures Modernization Act. The CFMA may
open the door for great change in the marketplace, as well as at
the CFTC.

The U.S. commodity futures and options markets continue to
grow rapidly. Total volume rose by more than 33 percent from 2000
to 2001, and again, by more than one-third from 2001 to 2002, as
increasing numbers of companies and investors avail themselves of
the risk management tools offered by these markets. While the tra-
ditional U.S. futures exchanges are enjoying record volumes, not all
the growth is taking place there. Newly designated contract mar-
kets approved by the Commission since the passage of the CFMA
are achieving significant trading volumes with new products and
new platforms as well.

Other key trends in the market include continued migration of
trading from open-outcry trading on the exchange floors to elec-
tronic trading from widely dispersed locations, a move from purely
member-owned exchanges to publicly-held trading facilities, contin-
ued globalization, and of particular note, the decoupling of trading
activities from clearance and settlement systems. The CFMA made
express provision for this last transformation and we are already
starting to see activity in this area with recent announcements of
new relationships among exchanges and clearinghouses that would
have been hard to imagine just several years ago.

As volumes increase, as market participants have greater choices
in products and trading platforms, and as clearing and settlement
functions evolve, the work of the CFTC is changing in ways that
present new and exciting challenges. Under the CFMA’s principles
based approach, we now work even more closely with exchanges,
clearinghouses and firms who have much greater flexibility in how
they choose to satisfy the fundamental objectives of the core prin-
ciples and alternative ways. Gone are the cookie-cutter approvals
that dictated the same approach for every institution.

While we believe that market users will benefit greatly from in-
novative uses of technology, better customer service, greater liquid-
ity, and more efficient transactions, we recognize that the commis-
sion and staff will have to work harder than ever to fulfill our im-
portant public mission.
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Mr. Chairman, I am excited by the remarkable changes we have
already seen since enactment of the CFMA. It was the right legisla-
tion at the right time and its principles based approach has already
proven to be both workable and effective. The CFTC certainly
stands ready to work with this subcommittee, the Congress, other
regulators and market participants, to ensure that we keep up with
developments in the marketplace. And Mr. Chairman, I would cer-
tainly be happy to answer any questions that you might have.

[The prepared statement of Mr. Newsome appears at the conclu-
sion of the hearing.]

Mr. MORAN. Thank you very much, Mr. Newsome. Let me ask
just a couple of questions and then turn to Mr. Peterson.

Exchanges, at least an exchange, began to change to the form in
which they are owned and organized, demutualizing their owner-
ship and organization. In many ways they have been self-govern-
ing. Does that change in the new organizational pattern? Does that
mean something new for CFTC oversight?

Mr. NEWSOME. That is an issue that we have spent quite a bit
of time looking at, thinking about. Certainly, as these initial moves
have taken place, we have provided oversight of the exchange
rules, changes in the rules which have allowed the
demutualization. And from their rules standpoint, I don’t see great
questions that have arisen. From the self-regulatory standpoint,
that is an area that we are getting ready to take a closer look at.
In fact, I announced at a speech in Chicago last week that we are
going to do an SRO review, not because there are any particular
issues that have arisen; but given the number of changes that have
taken place in the industry over the last 2 or 3 years of both the
exchanges and the firms, we think it is prudent and responsible for
the CFTC to take a look at SROs and to make sure that the same
principles that applied when SROs were put into place, apply now.

So I have met with the exchanges, talked with John Damgard at
the FIA as the firm representative, and we are developing kind of
a structure and plan in terms of moving forward with this review,
and are actually looking forward to it. I think it is responsible for
the CFTC to do so.

Mr. MORAN. One of the reasons we spent a number of years in
the process of reauthorization, and we heard continually from the
exchanges about the potential threat if we didn’t appropriately de-
regulate the industry, the threat from competition, foreign sources,
from the ability of customers to utilize exchange services offshore.
What have we seen just in the macro sense of the life of the ex-
changes, their ability to compete, potential changes that are around
the corner with directs? Where are we in the nature of being able
to compete in the world?

Mr. NEWSOME. I think the response to that question is one of the
reasons that I said that this legislation was the right legislation at
the right time, because I think it was very critical to provide the
flexibility to the exchanges in order to allow them to compete in
this very global marketplace. And I think there is a very positive
story to tell, because since the enactment of the CFMA, volume has
increased in the futures business greater than 50 percent. The
business has, indeed, gotten more competitive and continues to get
more competitive. Not only globally, but on our shores as well with
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designation of several new exchanges since the passage of the
CFMA.

So I think the Act served its purpose in terms of creating the
type of flexibility, the type of regulatory environment that has al-
lowed the exchanges to use new technology, that has allowed the
exchanges to make themselves as competitive as they possibly can
be. The bottom line is it was a great act and it is working, Mr.
Chairman.

Mr. MORAN. Did foreign countries’ regulators change their regu-
lations? Has there been a ride to lower regulations around the
world as a result of the passage of that legislation?

Mr. NEWSOME. No, we haven’t seen that, and I think there was
a concern when Congress was debating, that it would become a spi-
ral to the bottom, and that hasn’t been the case at all. There were
a number of foreign jurisdictions, obviously, that were intrigued
with the Act. They wanted to learn a lot more about the Act. But
no foreign jurisdiction that I am aware of has taken the same kind
of approach as the CFMA, so we haven’t seen that downward spiral
at all.

Mr. MORAN. Mr. Chairman, thank you. Mr. Peterson.
Mr. PETERSON. Thank you, Mr. Chairman. Mr. Newsome, re-

cently, the Minneapolis Grain Exchange announced that starting in
July 2004 contracts, that those taking delivery on wheat contracts
will have the option to designate the delivery of non-GMO wheat,
and has the Commission had an opportunity to analyze this con-
tract change, and what is the Commission’s process for reviewing
such a change or for monitoring it once it takes effect?

Mr. NEWSOME. We are currently looking at that situation. The
Minneapolis Grain Exchange used flexibility that was provided in
the CFMA to certify that contract change. So basically, what they
can do is implement that contract change immediately by certifying
to the CFTC that it meets the core principles. That is the direction
that they so chose. After we received that certification, then we
have started looking more closely at that contract. Certainly, I
think the direction that they have gone with the right of the pur-
chaser to choose GMO or non-GMO wheat raises some potential
issues with regard to the grain facilities and their ability to gather,
store the different types of wheat. So over the last several days, we
have begun to review that contract certification. And Congressman,
I would be more than happy, as we get more involved in that and
figure out more about it, to come by and visit with you about the
issues that have been raised.

Mr. PETERSON. I would appreciate that. And is there also an
issue of, I don’t know, in terms of testing to make sure it is GMO
free? Is that part of what you have to look at or not?

Mr. NEWSOME. Yes. I mean, anything that affects the efficient
delivery of the contract is something that we would be interested
in. And if testing prohibits or makes inefficient the delivery proc-
ess, then, certainly, that is an issue. And it is my understanding
that there are two forms of testing available; one rather simple,
one more complex. One test is used to establish whether it is GMO
free or not. The other is used to establish what the percentage of
GMO is within that load. And it is my understanding that the sec-
ond test can even take up to a number of weeks.
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Mr. PETERSON. I would appreciate you keeping me informed on
what is going on with that.

Mr. NEWSOME. Yes, sir.
Mr. PETERSON. You mentioned that the single stock futures vol-

ume are in line with volumes you have seen at some of the other
now proven products that you have brought out. What do you know
so far about who is trading these products and are retail investors
using them to any significant degree?

Mr. NEWSOME. No, sir. We have yet to see any significant retail
activity in these products. I think given the situation with the un-
derlying stock market over the last several years, we are just not
seeing a lot of new activity or a lot of new business, and that flows
over into the security futures products. The volume is very institu-
tional at this point. I think we are starting to see some increases
in that volume. After exchange launches volume increased, it kind
of leveled off for a several month time period, and then more re-
cently, we are seeing that volume starting to increase again.

Mr. PETERSON. I don’t know if I understand completely how all
this works, but it seems to me that it is kind of the same thing
as buying an option. I mean, you buy an option, put a call, and
kind of doing the same thing only with a different product. Right?

Mr. NEWSOME. It is similar. It is, actually, probably a little less
complicated than buying an option, and that is one of the reasons
for the excitement of the product. The two exchanges that have
begun trading. One, Chicago and NASDAQ LIFFE, I think remain
very excited about the potential of the product. There is no ques-
tion it was a very difficult time to launch any new product in the
financial services arena, so I think it is quite amazing that they
have done as well as they have given the underlying circumstances.

Mr. PETERSON. One last question. Apparently, when this was set
up, the SEC was—some of the participants in the cash security in-
dustry were concerned about this. Is the SEC still concerned, and
apparently, you have worked out the way you regulate this be-
tween them. Could you just comment on where that is at?

Mr. NEWSOME. Yes, sir. There is no simple way to put it. It was
a difficult process. It was more difficult than I think anyone ever
envisioned that it would be. It took us longer, certainly, than we
had hoped. But the difficulty stemmed from two very different mar-
ket places, two very different regulatory schemes that have devel-
oped over time, and appropriately so. But trying to take those two
regulatory schemes and mold it together to try and develop a legiti-
mate, appropriate regulatory scheme for the trading of this one
product area, our staffs worked diligently. At the Commission level,
we worked extremely hard to bring this to fruition.

In fact, just as of last night, I would mention Commission Walt
Lukken at the CFTC, Commissioner Paul Atkins at the SEC, have
been tasked by both commissions with trying to finalize the couple
of remaining issues that we have. One of those was further defin-
ing the role of the primary regulator versus the notice regulator,
and I think as you and Congress set up the regulatory structure,
I think your intent was to make sure that market participants
didn’t have to answer to two full regulators through the trading of
this product. And so we have taken the time to develop this pri-
mary regulator and what the responsibilities are of the notice regu-
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lator to make sure that market participants didn’t have to answer
to two. And Commissioner Lukken told me this morning that we
have, in fact, finalized that agreement with the SEC that further
defines those roles, and I think that is extremely positive for mar-
ket participants in terms of kind of the regulatory certainty

But it was a difficult process. I think we developed a very appro-
priate regulatory structure for this product that gives it an oppor-
tunity to compete and flourish in the marketplace if market partici-
pants so choose.

Mr. PETERSON. Thank you, Mr. Chairman.
Mr. MORAN. The gentlewoman from Colorado, Mrs. Musgrave.
Mrs. MUSGRAVE. Thank you, Mr. Chairman.
Under the paid provision parity that we are granted under the

farm bill, can you tell me how that has affected your ability to hire
and retain staffers with expertise in the area?

Mr. NEWSOME. It has been dramatic. Our reason for asking for
pay parity, as we call it, was because we were experiencing roughly
a 20 percent annual loss in our attorneys and a 15 percent annual
loss in our economists. And as you would expect, some were moving
to private sector jobs, but a big portion of those losses were going
to our sister financial agencies for similar positions at higher pay.
So giving us that authority almost immediately stemmed those
losses of employees to other agencies. We implemented that as
quickly as we could. In fact, I think staff at the CFTC were amazed
that we were able to implement pay parity as quickly as we did,
and we have seen our turnovers fall dramatically since that time.
It has been very beneficial to us.

Mrs. MUSGRAVE. Thank you, Mr. Chairman.
Mr. MORAN. Thank you very much. Mr. Etheridge, the gentleman

from North Carolina.
Mr. ETHERIDGE. Thank you, Mr. Chairman. I want to thank you

and Mr. Peterson for holding this hearing. Chairman Newsome, let
me follow-up just a bit on the single stock futures, if I may, that
was created by CFMA. You mentioned that single stock futures vol-
umes were in line with volumes seen in the early days of other now
successful products. My question is, if the top seven exchanges are
overseas, according to the data I have here, from what I have
looked at, if these types of products still need to prove themselves,
why are these products finding such favorable foreign markets? Is
it simply because foreign markets are more mature and have been
trading these instruments longer than we have or is it a matter of
the different regulatory regimes governing those markets versus
our markets, or does it have to do with the U.S. investors’ con-
fidence and knowledge of the instruments and how we used them
here in this country in the short period of time we have had them?

Mr. NEWSOME. Thank you, sir. I think it is almost entirely the
maturity of the marketplace, because these products have been
legal in foreign jurisdictions for many years and have been trading
in foreign jurisdictions for a number of years, and they are rel-
atively new to the U.S. And then again, the launch of those prod-
ucts in a very difficult time period, I think, has made things a little
harder for them. The reason that we put together those numbers,
there were a number of publications who are starting to write
about the demise of the products. They weren’t as successful as
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some indicated, as others thought they would be. So we just took
the time to look back at what are now some benchmark products
and try to compare during the same maturity and look at where
they are and the results were surprising. So we have tried to use
that to say, let us give these products a chance. I think the market-
place is giving them a chance, volume is increasing, and I still
think the opportunity exists for those to be very, very large popular
products.

Mr. ETHERIDGE. I hope you will keep using the chart so at least
you can track from year to year where we are.

Mr. NEWSOME. Yes, sir.
Mr. ETHERIDGE. Let me move to another question, because the

Commission has been deeply involved in the aftermath of the west-
ern power crisis that hit this country in 2000 and 2001. There is
a Senate bill pending that would, among other things, alter the law
and the CFTC’s authority with respect to the over-the-counter de-
rivatives on energy products. What is the reaction of the Commis-
sion to this piece of legislation and the concerns that it represents
if there are concerns? And recognizing that all the investigations
are not complete, and I understand that, what have we learned so
far about the types of regulatory modifications that should be con-
sidered that, obviously, we may be looking at in the near future?

Mr. NEWSOME. Obviously, this has taken a lot of our time over
the last year, year-and-a-half, studying the energy markets, the in-
vestigations that we are involved in, and a number of those, as you
commented, are ongoing. I think as we step back and we try to look
at the big picture of what the Government response should be from
the futures markets, I would simply say this, that this Congress
spent over 2 years meeting with market participants, holding a
number of hearings, and I think doing appropriate due diligence to
craft the Commodity Futures Modernization Act. And it was very
good, appropriate legislation; I think still remains appropriate. And
I think any changes to that should follow just as responsible an ap-
proach in terms of hearings and meeting with market participants,
because the reality is very small changes to the act can have huge
consequences in unintended areas. And so I think before any
changes should be made, the committees of jurisdiction, this com-
mittee and the Senate Agriculture Committee should be very in-
volved in looking at potential changes and what consequences may
or may not be.

Some of the concerns that the Commission has had with issues
that have been raised, such as regulating the over-the-counter mar-
ketplace the same way that the exchanges are regulated on the
surface sounds legitimate. But then when you look at the underly-
ing functions of those two marketplaces and you realize that off ex-
change is bilateral, one entity to another entity versus the bigger
public marketplace. It creates very real differences, and it has even
put me in a situation that I have had to argue against trans-
parency, and arguing against transparency is like arguing against
motherhood and apple pie.

Mr. ETHERIDGE. I will agree with that.
Mr. NEWSOME. But the difficulty, I think, in looking at ex-

changed-traded of markets and how transparent they are versus
the over-the-counter marketplace. On one hand you have a very
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transparent marketplace. Everyone knows the underlying terms
and conditions of the contract, so price is meaningful. But on the
other hand, where every contract could have differing terms and
conditions, price is not necessarily meaningful unless you know ev-
erything that underlies it. So my concern has been that if you
made transparent all this pricing information without knowing
what underlies it, that that could actually have a negative impact
upon the price discovery function of the contracts that we depend
upon.

So I think some things that sound legitimate, once you look into
them, can become very difficult, and I would just use that as an
example.

Mr. ETHERIDGE. Thank you, Mr. Chairman. I want to follow that
up in the next round if I have a second round.

Mr. NEWSOME. Yes, sir.
Mr. MORAN. Thank you, Mr. Etheridge. The gentleman from

Washington, Mr. Larsen.
Mr. LARSEN. Thank you, Mr. Chairman. If you don’t mind, Mr.

Etheridge, I will follow-up a little bit with that. Being from Wash-
ington State, the State was devastated by the energy market and
energy crisis 2000, 2001. In 1 day alone, my morning conversation
started with some folks who were involved in the energy market
who were buying on the stock market for, I think it went from $25
to around $250. By the end of the day, I saw those folks again, and
they said the price was actually at infinity. In other words, they
didn’t have enough cash to buy on the market. That is the spot
market, but that is sort of the flavor of what we were dealing with
in the Northwest. And so I want to refer back to the Senate bill
that Senator Cantwell and others have introduced.

I note your concerns. Are there parts of that bill that you have
looked at that you think you ought to be moving towards? You can
have concerns about legislation, and I appreciate those concerns.
Are there things that you should be—that the bill outlines with re-
gards to your authorities that you would like?

Mr. NEWSOME. I think our regulatory oversight deals with the fu-
tures business.

Mr. LARSEN. Sure.
Mr. NEWSOME. Of course, the exchange-traded business. And

then with regard to the over-the-counter business, the CFMA pro-
vided no upfront regulatory responsibilities after the fact, fraud,
and manipulation responsibilities. And we have used those respon-
sibilities very aggressively over the last 2-year period and have
brought a number of charges against several energy trading compa-
nies. We are continuing to investigate and there may very well be
more. As this whole situation has unfolded, certainly, it appears
the more issues are more related to the cash markets, the spot
markets, than they are to the futures market, so I think, appro-
priately, FERC, as the spot regulator, rate setter, I think has been
more involved with the energy committee in the Senate with re-
gard to oversight of cash marketplaces.

To the extent that some of that language has flowed over into the
futures business in our jurisdiction, we have just continued to say
use caution, when you cross that line and flow over into the OTC
or the futures business, I continue to believe that the CFTC has
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the proper authority from the anti-fraud, anti-manipulation stand-
point to do the job that you intended us to do when you passed the
CFMA. If Congress decides that the CFTC should serve more of an
upfront regulatory role in this marketplace, I just think that there
needs to be a larger debate with market participants involved who
are extremely knowledgeable about the Commission and our sur-
veillance efforts, and I fear that debate hasn’t been held enough to
look at what are all the potential pitfalls or the unintended con-
sequences.

Mr. LARSEN. You have taken some actions and you have outlined
those in the testimony, but are you learning from those actions
that, though you don’t have authorities, that you would like to
have?

Mr. NEWSOME. Well, we are certainly learning from the actions
and our investigations. I think there are a couple of areas in which
our jurisdiction could be further clarified, our enforcement author-
ity strengthened, that would make it easier for us to do the types
of investigations that we are currently doing.

Mr. LARSEN. And do you have those areas in mind?
Mr. NEWSOME. Well, for example, in terms of our general fraud

authority, the language says ‘‘for or on behalf of’’, and it is old lan-
guage. Well, in the over-the-counter marketplace, trading is not
‘‘for or on behalf of’’, because it is between two participants.

Mr. LARSEN. Right.
Mr. NEWSOME. And that language has created some difficulty for

us in court, and clarification there so that there is absolutely no
doubt that we have that type of authority over a bilateral trans-
action would be helpful.

Mr. LARSEN. That is an example. Okay. Thanks, Mr. Chairman.
Mr. MORAN. You are welcome. The gentleman from California,

Mr. Dooley.
Mr. DOOLEY. Thank you and I appreciate your response in terms

of how we should approach some of the issues related to the energy
issues that primarily affected the west. From my perspective, we
also have to be careful in terms of advocating any significant re-
forms in terms of the functions that you are involved into now, or
even broadening authority of over-the-counter transactions, be-
cause in part, it was a California approach that really contributed
to the abuse of the system, in that when they had prohibition—
well, almost prohibitions—against entering into long-term con-
tracts, and in fact, took away one of the principle tools in terms of
managing volatility, which is what the exchanges and the contracts
which you are involved in can really provide that function.

I think we have to be very, very cautious, and I let you know
from one California’s perspective, you know, I appreciate your very
judicious approach to whether or not we ought to engage into even
greater oversight, which would impede the utilization of contracts
between two parties, and also acknowledge that we need to ensure
that the function that you do play in allowing the exchanges to be
utilized in order to manage volatility, which is a principle function
they could play that can help protect some of the parties in this
if they engaged in this, you would have had some of the principles
out there that wouldn’t have been exposed to the tremendous losses
they had.

VerDate 11-SEP-98 14:56 Jul 18, 2003 Jkt 088285 PO 00000 Frm 00015 Fmt 6633 Sfmt 6633 F:\DOCS\1088 HAGRI PsN: HAGRI



13

At this time, don’t have a specific question on this, but would
just like to reinforce my appreciation for your very judicious ap-
proach, because if we do enter into over-the-counter contracts, I
think we are opening—we are actually going to then eliminate a
tool that is going to be very important in the private sector.

Mr. NEWSOME. Thank you very much, Congressman.
Mr. MORAN. The gentleman from Louisiana. No questions? Any

members like a second round? Mr. Peterson.
Mr. PETERSON. Thank you, Mr. Chairman. I am probably going

to get in trouble asking this. I don’t claim to understand much
about this, but I have had some discussions with people in the oil
business that claim that the big guys will go out of the futures
market and hedge their price, and then they control so much of the
market that they run the price down on purpose and put the little
guys out of business, put the ethanol industry in jeopardy, and so
forth. I assume that that is part of what you look at, and can you
disabuse me of this idea?

Mr. NEWSOME. Yes, sir. Quite often, our Enforcement Division
gets more of the highlights because they are bringing the cases
against wrongdoers, but the heart and soul of the CFTC in trying
to prevent any fraud or manipulation comes through our surveil-
lance division. And we monitor daily every futures market traded,
we receive what we call our large trader reports every day that
look at every marketplace and show who is trading in the market-
place, what their positions are, and it allows us to get a pretty
quick handle on whether or not things are operating correctly or
if anyone is trying to corner a marketplace.

Let me say that we have very experienced economists in energy,
financials, agriculturals, who have these responsibilities, and if at
any time there is a question about a major market participant who
has taken on a large position, they will actually get a call from our
surveillance economists to say, we see that you have taken this po-
sition, can you explain the underlying economics to us. If those un-
derlying economics are sound, then they have at least been put on
notice that we are watching their activity. If the underlying eco-
nomics do not appear sound to us, then we will actually ask them
to start unwinding that position. If they fail to do so, then that gets
turned over to our Enforcement Division to start an investigation.
So Congressman, we look at those markets every day and we look
at the specifics of them.

Mr. PETERSON. Have there been instances where you have had
told them to unwind whatever they are doing?

Mr. NEWSOME. Oh, by all means. That is a normal part of our
activity.

Mr. PETERSON. That usually gets taken before it gets into the—
usually gets resolved before it gets into the enforcement?

Mr. NEWSOME. Yes. We try to use the surveillance as an oppor-
tunity to prevent manipulation before it ever really gets started.

Mr. PETERSON. Thank you, Mr. Chairman.
Mr. MORAN. Mr. Larsen.
Mr. LARSEN. Thank you. I have a—it is almost the same ques-

tion, but I can make it related so you are not repeating your an-
swer, though. You mentioned in your testimony about a case
against natural gas or an energy trading company that was manip-
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ulating the natural gas price. And I was wondering—you described
the process of how you go about watching the markets, generally.
And this could get into Mrs. Musgrave’s questions about staffing.
How many cases do you think, or how many—it wouldn’t be a case
unless you brought it to a case, but how many do you miss, do you
think, for as many as you find, and do you have enough resources
to make sure that number is close to zero?

Mr. NEWSOME. It is impossible——
Mr. LARSEN. How does that work?
Mr. NEWSOME. It is impossible for me to say how many we miss.

We try hard not to miss——
Mr. LARSEN. My question, though——
Mr. NEWSOME. I think given our current jurisdiction, that a staff-

ing level in the mid to upper 500’s is an appropriate staffing level
for us. We are currently below that. We are at like 510 FTE’s at
the Commission now. In recent years, we have been as high as 600.
As we were addressing our needs over the last 2 years, the most
important need was to stop the exodus of qualified people from
leaving, and therefore, we asked for and were granted from you our
pay parity authorization. And so we have stopped that exodus. It
would be my hope that now, over the next year or 2 years, with
funding from Congress, that we can get back up to that mid–5
level. I am very comfortable at that level. I don’t think at our 510
level that things are falling through the cracks, but our staff have
been working awfully hard for a couple of years and it does concern
me.

Mr. LARSEN. Okay. You mentioned some additional charges that
you may file as your investigation in the inner sector continues. I
know you can’t share specifics of the cases, but in a general sense,
what type of violations we might—can you characterize the kinds
of violations you might foresee in the future?

Mr. NEWSOME. Well, let me say, typically, at the Commission, we
would have 100 investigations ongoing at any one time in a broad
range of areas. During the last 11⁄2 years or so, we have had rough-
ly 30 just within the energy sector itself. But I think most of the
things, in trying to answer your question without getting in trou-
ble, I think most of the things that we are looking at now are very
similar to things that have been made public.

Mr. LARSEN. Okay. One of the great things about this job up here
is we get to ask questions and you all have to find a way to answer
them, so I appreciate that very much.

Mr. NEWSOME. Thank you.
Mr. LARSEN. Thank you, Mr. Chairman.
Mr. MORAN. You are welcome. The gentleman from Georgia.
Mr. BURNS. Thank you, Mr. Chairman. I appreciate the oppor-

tunity to learn more about the challenges that you face every day
in the commodities futures trading environment. Let me ask a cou-
ple of things that relate to your role with the SEC and how that
works out as far as single stock futures products. Is that a relation-
ship that is working effectively and how would you term that?

Mr. NEWSOME. I think the relationship is working effectively. In
terms of developing the rules to govern security futures, it was a
hard process, I think harder than anyone ever envisioned. It was
difficult at the staff level, it was difficult at the Commission level,
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in trying to take two different regulatory schemes and meld it into
one for the trading of this product area. And I think when you look
at the different regulatory schemes, they have developed appro-
priately so over time, but it was just hard. And I am very proud
of the regulatory scheme that we finalized. I think it is appro-
priate. I might add that it is very futures-like in the way it ap-
pears. And in my opinion, the regulatory scheme should not inhibit
the potential success of the product.

Mr. BURNS. So you would see no need to revisit that. You feel
comfortable with that resolution?

Mr. NEWSOME. Well, I think as time goes on and as situations
develop, regulatory situations, and we look at the response from
the CFTC and the response of the SEC, I think we will learn more
about it and can probably then more appropriately advise you on
whether or not it needs to be reviewed. There are a couple of issues
that remain outstanding. Well, maybe just one, because I was told
by Commissioner Lukken that we resolved one last night. But
Commissioner Lukken from the CFTC and Commissioner Atkins
from the SEC have been playing a leadership role in our two com-
missions to finalize the last couple of issues.

One that was finalized last night was simply further defining the
role of the primary regulator and the notice regulator to make sure
that firms and exchanges didn’t have to answer to two different
regulatory structures. We thought that was extremely important
and it appears that we have finalized that. The other issue, which
is a more difficult issue, is dealing with foreign access to these
products, and the CFTC a number of years ago addressed the for-
eign access issues in the futures business by recognizing what we
considered comparable regulatory jurisdictions. The SEC is not at
the same point. They are currently looking at how they intend to
address the more globalized marketplace. I think they wish for the
debate on this one product not to drive the bigger debate that they
are currently having, so I don’t feel like we are making a lot of
progress currently on that last remaining issue.

Mr. BURNS. Thank you. Shifting gears a bit, being a former
cattleman and cattle executive out of Mississippi, and being in the
cattle business, let us talk a little bit about the effects of food safe-
ty on the market, on the futures market, especially, things that
happen on a global scale, sometimes a little closer to home than we
would like. How does that impact your business and, really, the
stability of the futures environment?

Mr. NEWSOME. Well, I think that raises several points. Anytime
there is information that enters the marketplace that leads to price
volatility, we immediately increase our market surveillance in that
contract market, which is what we did with the BSE situation 2
weeks ago. Not only do we increase our surveillance both in the pit
where it is trading and through looking at the screen and a larger
section of the large trader report, but we also start calling people
that are involved at that marketplace, finding out what is the men-
tality, what is going on. I mean, it is just a much more enhanced
surveillance than we typically would do. We also then would work
with the regulator in the underlying cash market, in this case
USDA, to start finding out what were the timelines that informa-
tion was released, and then compare that back to major shifts or
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trading activity just to get a better picture of what happened, when
it happened, who did it, and so on. So I think that is the first
thing, we increase our surveillance.

Second, I think it is important for everyone to recognize that
once you get an announcement like that and it is conformed, that
becomes a market fundamental, and the markets are going to trade
based on that fundamental. In this case, it was very negative, the
market was limit down. We have stop gap measures in place, cir-
cuit breakers, trading halts, that when volatility becomes great,
and say, it moves to a certain level in a contract that trading would
halt for a short time period to give those in that market time to
gather their thoughts before that market begins trading again. And
then if it gets to a point, then trading is halted as it did with the
limit down in BSE.

So I mean, we have measures in place to try and deal with that
kind of volatility that could come from a large announcement, but
there is no question that confirmation of information like that can
lead to great volatility, and we increase our surveillance. I think
we have got mechanisms in place to deal with it, certainly, in a
short-term period.

Mr. BURNS. Thank you. I just want to make sure that you feel
comfortable with your ability to deal with those kinds of challenges.

Mr. NEWSOME. Yes, sir. Thank you very much.
Mr. BURNS. Thank you, Mr. Chairman.
Mr. MORAN. Thank you, Mr. Burns. I thought, perhaps, the gen-

tleman from North Dakota took me at my word and removed him-
self from the subcommittee, but he has returned, and I reluctantly
call upon the gentleman and my friend from North Dakota.

Mr. POMEROY. Mr. Chairman, I was deeply hurt, but I stepped
out and composed myself. I can continue.

I want to begin by commending the chairman. I recall a hearing
some while ago where we had the Secretary of the Treasury, the
chairman of the Federal Reserve, and the chairman of CFTC, or
the chairman of the SEC as well, and it was 3 against 1 in terms
of how they viewed the world ought to unfold, and that was, in my
opinion, a completely untenable position for CFTC, and I am de-
lighted to hear about the integration of regulatory strategies and
the continued role of CFTC, because I think that actually had come
into issue in light of the incompatibility of approaches earlier. So
good work there.

As an old insurance regulator, I am intrigued by the whole busi-
ness of insolvencies of market participants. You had some extraor-
dinary hits in light of the way markets have gone, and currency
fluctuations more recently. Are people that are taking the risks
that has laid off in some of this future trading, have they been able
to bear the hits that have been borne? I haven’t read in the finan-
cial pages about much insolvent activity.

Mr. NEWSOME. No, sir. Nor has there been any. I mean, these
markets are very large and liquid, and that risk gets passed out
in many, many directions. And even with the kind of volatility that
we have seen, that risk has been managed. And I think that is
what has led Chairman Greenspan to make the kind of comments
he has made about the resiliency of our economy and the ability
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to share and lay off this risk through much greater use of the de-
rivatives markets, and I think that is exactly what has happened.

Mr. POMEROY. That is impressive. At the time we passed the re-
authorization bill, there was a lot of discussions about the emerg-
ing competitive station of the markets in Europe and, basically, the
electronic globalization of how all this business is done, and our
need to keep our markets competitive. What has happened relative
to business since? Has it continued to move to the other markets
or have our markets remained competitive?

Mr. NEWSOME. I think our markets have remained very competi-
tive, in a large portion due to the Act and the flexibility that was
created with the Act. But this industry is growing, and it is grow-
ing globally on a very fast pace. Like I said, volume at our ex-
changes is up over 30 percent each of the last 2 years, which is just
tremendous growth. So even though I think we are seeing greater
competition within the futures marketplace than this market has
ever experienced, at the same time, we have tremendous growth.
I think our exchanges are, even more so today, making decisions
to position themselves to compete in this marketplace as new and
experienced competitors are coming in the door.

But I think we are seeing just a very exciting dynamic market-
place in the futures. I think it is going to continue to grow and
change very rapidly over the next three or four years. And the
flexibility that the Act gave not only to the exchanges, but to the
regulator, to be able to adapt and develop with these many changes
was critical. It has been very helpful to us.

Mr. POMEROY. Chairman Ewing did a nice piece of work with
that legislation. I didn’t think we were going to get it done; at the
11th hour, we passed it. I am glad it is working. A final question.
There are a couple of final questions. I have seen at least one ef-
fort, maybe two, to try to get an insurance future traded. No takers
on that one?

Mr. NEWSOME. Not that I am aware of. I haven’t seen anything
lately.

Mr. POMEROY. All right. Final question.
Mr. MORAN. Mr. Pomeroy, only in politics is there more than one

final question. This is your final.
Mr. POMEROY. This will be your final answer. Enron. There was

a lot of speculation about market manipulation during the energy
crisis in California. I am very pleased about the follow along regu-
latory activity. The only concern that I have is it is after the fact.
Was there more, as you do your lessons learned analysis, that
could have been done by the agency during the pendency of the en-
ergy crisis to determine whether or not there was some illegal ma-
nipulation in the market?

Mr. NEWSOME. It is hard to say. There are a number of areas in
which we have jurisdiction after the fact. And one, as an example,
is the Retail Forex issue that you clarified as part of the CFMA,
and since that was clarified, I mean, we have brought some 3 dozen
cases in that area and put a huge dent in that illegal business. But
in an area like that in which our responsibility is all after the fact,
we, typically, rely upon complaints. And we put out the kind of fact
finding missions to find out what is going on, who is doing what,
but customer complaints who think they are being wronged is our
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typical way of having the flag raised, and that was just not the
case.

Mr. POMEROY. You weren’t getting complaints?
Mr. NEWSOME. No, we were not getting complaints.
Mr. POMEROY. Well, I was reading in the papers the Governor

and every other either politician or consumer advocate——
Mr. NEWSOME. No, but since then. But I am talking way in ad-

vance.
Mr. POMEROY. Oh, OK.
Mr. NEWSOME. As that market was evolving, there were no com-

plaints so, therefore, no reason for us to really look into it. I think
as we have worked in our investigations, and I think there are
some things, and this went some to Mr. Larsen’s question of some
kind of notice filing, so that we just know who the participants are
in the marketplace, making sure that they are required to keep
good records so that if we do have to come in, we are guaranteed
that there is going to be something there for us to look at. I think
those kinds of things could be helpful to us with our after the fact
regulatory scheme.

Mr. POMEROY. I agree with that, and probably would also—I ex-
pect you do this—note new product and trading activity in critical
industries like energy, because of its kind of evolving or embryonic
state, it is not a mature market with a lot of participants and es-
tablished ways of dealing, that probably is going to also require
much more oversight, because the market forces themselves have
yet to gel.

Mr. NEWSOME. Well, one issue, and it is an ongoing issue, is
credit availability in that segment of our economy. And I think it
raises another issue of how good the CFMA was regarding its flexi-
bility, because clearing and the ability to clear over-the-counter
contracts immediately came to the forefront. And so now we have
exchanges, NYMEX, Intercontinental, who are actually clearing
over-the-counter contracts, which has helped the credit crunch that
the energy sector has been in. So that is just another example of
how the Act was very far-reaching in its approach.

Mr. POMEROY. Thank you, Mr. Chairman.
Mr. MORAN. Thank you, Mr. Pomeroy. The gentleman from Mis-

sissippi, Mr. Pickering.
Mr. PICKERING. Mr. Chairman, it is always good to be with you.
Mr. MORAN. Thank you so much.
Mr. PICKERING. And it is good to have an adopted Mississippian,

a true Mississippian, Jim Newsome, here, and his able Chief of
Staff, Scott Parsons. I wanted to follow up on some of the questions
that have been asked and possibly pursue some other areas as it
relates not only to the Canadian beef situation, but to the energy
markets.

First, I know that you have been increasing your market surveil-
lance with the Canadian beef. When do you see that situation
changing as far as Canadian beef coming back into our market,
and how will that affect the markets and the prices that we now
see?

Mr. NEWSOME. I don’t have any intelligence on when the border
might be opened, but we have been asked by USDA to provide
some input in terms of what day of the week or what time of the
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day when that announcement is made could be most helpful or less
disturbing to the marketplace itself, and we have provided that
type of information to them. But we are going to continue to have
increased surveillance in the live cattle market through whenever
that announcement is made, and then some time period after-
wards, as that marketplace settles out.

Mr. PICKERING. Do you have any indication of how significant the
backlog is as a result of the Canadian beef not being in the U.S.
market? And then just how significant when it comes back on that
could affect our prices?

Mr. NEWSOME. I don’t have that data at my fingertips, Congress-
man. But certainly, we can supply that to you. I think the most
dramatic impact is going to be from the fed cattle side versus the
feeder cattle side, because the fed cattle marketing it is important
to stay more current because of the weight and the condition of
those cattle. And I am sure that it could have a significant impact
once it is opened.

Mr. PICKERING. I would also like to ask you if you have had a
chance to look at the energy bills that are going through, that has
gone through the House, is pending in the Senate, and as you
know, not only did you go through the Modernization Act and now
the implementation, the post Enron and various enforcement ac-
tions that you have taken as a result of the fraudulent activities,
but we are taking some pretty major reform steps, modernization,
in the energy industry structure, repealing PUCHA, reforming
PURPA, and other regulatory initiatives. Do you think that will af-
fect your work in any way? Will it help, hurt, benefit, or have you
looked at those in any way?

Mr. NEWSOME. I haven’t looked closely at those. Quite honestly,
I have difficulty keeping up with everything that is under our pur-
view without worrying about others. Anything that assists the en-
ergy business in terms of credit enhancement, increasing market
participation, creating stability in the underlying cash markets
there, those kinds of things are certainly very positive for energy
trading in the futures markets, and we would be supportive of
such.

Mr. PICKERING. And finally, after September 11, and we saw
some of the disruption in the financial markets, and the uncer-
tainty, we are now getting back to a place where we are beginning
to see the earnings, the economic growth, the stability in the mar-
kets. What type of response capabilities have you developed since
September 11 to help stabilize markets if we ever have any addi-
tional attacks on this country and how it affects us?

Mr. NEWSOME. As we reflect back on September 11, as tragic as
it was for everyone, it was very personal to us because our New
York office was in the first tower that went down. Fortunately, we
did not lose any of our staff. They were all able to get outside safe-
ly, although, obviously, many of those that they worked with at the
firms and exchanges were lost. So that hit pretty close to home for
us. We have taken that situation to look both internally at our con-
tingency plans and work with the exchanges in the firms to develop
further contingency plans. And I can tell you that dramatic
changes have been made both internally and externally. Both from
minor things such as, how do I get in touch with A, B, and C if
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a disaster happens, to very complicated offsite trading systems and
plans.

So there has been a lot of work. It is hard to guess and say that
you are prepared for something as tragic as we witnessed, but I
don’t think there is any doubt that we are much better prepared
now to deal with that kind of tragedy than we were. And I think
our markets dealt with it very, very well with regard to September
11. I mean, anytime entire exchanges are destroyed, and within the
week, you are back up and trading and discovering price, it is noth-
ing short of amazing. But I think we are better prepared now than
even then.

Mr. PICKERING. Well, Mr. Newsome, I thank you for your testi-
mony, I thank you for your leadership, and the service to the Coun-
try. Mr. Chairman, it is always good to be under your leadership
and good to be with you this morning.

Mr. MORAN. Mr. Pickering, I note the smile with which you say
that. I would also note that Mrs. Musgrave has been here from the
beginning to the end, and I appreciate that, the gentlewoman from
Colorado. Mr. Newsome, Chairman Newsome, a couple of things,
just let me try to follow through. I want to follow up to Mr.
Pickering’s question. Is there backup data information systems
both at the CFTC and the exchanges outside separate from the
computer systems that monitor, provide information and data, for
the occurrence of another tragedy?

Mr. NEWSOME. Yes, sir.
Mr. MORAN. So those systems are someplace else?
Mr. NEWSOME. Yes, sir.
Mr. MORAN. There has been a lot of discussion here today about

the California energy markets. Is there unanimity at the Commis-
sion in the position that you related to us today that you have stat-
ed a number of times in press and public and in front of Congress,
about upfront regulation? It is the belief of the Commission that no
additional statutory authority is necessary to provide upfront regu-
lation? That is something I assume you have debated within the
Commission and this is the consensus or unanimity position?

Mr. NEWSOME. I wouldn’t say that we are all exactly in the same
place, and nor should that be expected. I mean, we all have differ-
ing ideas. I feel comfortable in saying that the majority of the Com-
mission does not believe that we should try to implement the same
regulatory structure over the over-the-counter marketplace as we
have over exchange-traded. But I think, as well, a majority of the
Commission believes that there are some things that could be done
to benefit our regulatory oversight in this marketplace, such as the
notice registration, enhanced record keeping, clarified fraud author-
ity. I mean, and those are things that could take place without
being disruptive and overly burdensome to the markets.

Mr. MORAN. And I think the point that you made earlier was
that even with additional regulatory authority, you generally begin
looking at an issue when there are complaints raised by partici-
pants in the market, and even with that authority, in this case
there were no complaints raised prior to the kind of disastrous
times in California. Is that true?

Mr. NEWSOME. Yes, sir.
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Mr. MORAN. Clearinghouse has been an issue that has risen in
the last few months, and then changes are happening in Chicago
in regard to at least the plan for clearing. Your thoughts, the
CFTC’s role in these decisions?

Mr. NEWSOME. That has been an issue that has taken a lot of
our time recently at the commission, just trying to step back and
take a broad look at the business and how it is structured. And my
good friend, John Damgard, and I have spent a number of hours
discussing clearing issues. As we have looked at it, and I guess I
would say that if you are going to start from day one with a blank
sheet of paper and draw out how you would ideally structure clear-
ing, it probably wouldn’t look the same as it does today. But that
is not the case. I mean, we have a very mature clearing system,
and it has served this industry extremely well for a long period of
time.

But as we have looked at the structure of clearing, it has been
difficult at least for me, personally, to find a regulatory reason for
us to be involved in that decision. I think these are primarily busi-
ness decisions that should and are being made by the marketplace.
I think the decision by the Chicago Board of Trade and the Chicago
Mercantile Exchange to combine their clearing facilities and inter-
est was very good news for the firms and the marketplace because
of the efficiencies, the capital efficiencies that will come with that,
and we are working with them as they combine those entities.

The announcement recently by Eurex and the Board of Trade
Clearing Corporation in terms of their agreement, and that the
BOTCC will clear for Eurex was another huge business decision
that I think has brought lots of excitement within the business. So
from the regulator standpoint, I have been content with watching
and talking to market participants about this activity, and then
based upon the business decisions that are being made and then
review from the Commission standpoint to decide whether there is
a regulatory issue that we need to look at.

Mr. MORAN. A final—I won’t use the word final or finally—hedge
funds. There has been some discussion. SEC had a roundtable. It
appears to me that perhaps once again we are headed in slightly
different directions between the SEC and the CFTC. My impression
is that they are perhaps more pro-regulatory than the CFTC is on
this issue. How do you see this issue unfolding? What do we, as
members of this subcommittee that have oversight, need to know?

Mr. NEWSOME. I appreciate you bringing up this issue, because
it is a key issue that has been getting lots of press time and, cer-
tainly, in financial circles a lot of discussion around the water cool-
er. I think, even though on the surface it really appears that the
agencies are going in two different directions, I think actually we
are asking two different sets of questions. One, the SEC as a finan-
cial services regulator, I think is responsibly asking the question
should these markets be more heavily regulated. The CFTC is ask-
ing a different question. What we are saying, we are actually try-
ing to be intellectually honest about who should be required to reg-
ister with the CFTC and who should not. For example, our current
rules would require that if you traded one futures contract, you are
required to be registered with the CFTC, and I don’t think that is
appropriate. So we are not looking at the bigger context of whether
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or not hedge funds should be more heavily regulated. We are sim-
ply trying to answer who should have to register with us and who
should not. And we are looking at that from the standpoint of de
minimis trading levels, very sophisticated market participants, en-
tities that are already regulated by another Federal regulator.
Those are the kinds of questions that we are trying to ask and
make determinations on.

And I think in final comment on that question, I do believe that
this could be an appropriate topic for the President’s Working
Group to look at because it is a huge industry. It moves across ju-
risdictional lines. Chairman Donaldson has stated publicly, that at
the end of the day, this is an issue that he thinks the Working
Group should look at, and I would agree with his assessment of
that.

Mr. MORAN. The gentleman from Michigan, Mr. Smith.
Mr. SMITH. Mr. Newsome, good to see you again.
Mr. NEWSOME. Good to see you, sir.
Mr. SMITH. My speech is that we pretty much started commodity

trading as a service to agricultural producers to farmers. Over the
years, farming and agricultural producers have been a much small-
er, lesser part of the effort of commodity trading, and certainly,
your oversight. Now, agricultural trading only represents about 5
percent. If you include true hedging from farmers, then it is less
than 1 percent. I would be interested in any ideas that you might
have for ways that might better accommodate farm producers. I
mean, this committee has oversight over your total jurisdiction, but
my particular concern is agriculture and farmers.

If we were interested in having, in terms of reducing the risk of
farmers, if we were interested in developing other potential
changes in commodity future trading that could better accommo-
date farmer producer needs, do you have any ideas?

What do you think about what would have to be done if we de-
cided that we wanted to have future contracts for potential hedging
about more of the inputs that go into agriculture, for more fer-
tilizers, to more chemicals, to more whatever, could even go as far
as potential costs of all of the inputs that go into agriculture.

What would you think of the possibility of making some of the
contracts which are now 5,000 bushel contracts in most of the
grains a smaller figure in terms of better accommodating some of
the smaller producers so that they could actually hedge rather than
speculate?

What would you think of maybe even a further reduced cost that
would be subsidized by the industry in terms of the transaction
fees charged for farmer hedging?

Any comments? So that is a lot of load that I put on as far as
some of the ideas, but——

Mr. NEWSOME. I would—and a couple of things. I tried to make
some notes here to make sure that I could respond to all of your
questions. I think educating farmers and I am a farm kid, and
grew up on a farm, and certainly have a real love and interest in
the cattle business.

So because of this committee and the Senate Agriculture Com-
mittee overseeing the jurisdiction of the CFTC, because many of us
come from ag backgrounds, even though the percentage of trading

VerDate 11-SEP-98 14:56 Jul 18, 2003 Jkt 088285 PO 00000 Frm 00025 Fmt 6633 Sfmt 6633 F:\DOCS\1088 HAGRI PsN: HAGRI



23

in agriculture has diminished, the CFTC spends a disproportionate
number of our resources and efforts in the agricultural area. In
fact, the physicals, in general, by just the nature of the products
and deliveries, get a large portion of our regulatory oversight and
surveillance. So I didn’t want you to think that we short agricul-
tural oversight because the percentage of ag contracts is decreas-
ing. In fact, if anything, we have spent more time in recent years
on the ag area than anything else.

Educating producers of the benefits of using these kinds of hedg-
ing instruments is an ongoing struggle, and it is not an area that
we, the CFTC, are that directly involved in just because of the size
of our staff and budgetary limitations. But the exchanges them-
selves expend huge amounts of resources on meeting with producer
groups and trying to educate them about the use of the markets.
I know just recently, the Chicago Mercantile Exchange is meeting
with cattlemen’s groups in several places around the country to try
to educate them about the usefulness of the live cattle contract,
and that goes on in a number of other areas as well. So the ex-
changes themselves put forth a lot of effort.

We work through the advisory committee of the Risk Manage-
ment Agency at USDA, who does have the bigger budget in terms
of working with producers on risk management issues, and in some
new literature in a new program that they are about to roll out——

Mr. SMITH. But in addition to the training and educating of farm-
ers, making the commodity exchange more compatible in terms of
price, in terms of more offerings where you can lock in some of the
costs of more of the inputs that might be added to future trading.

Mr. NEWSOME. Yes, sir, and there are positive things taking
place in that very area. One, through the general nature, just be-
cause there is greater competition, and I think you are going to see
more and more efficiencies in this marketplace, but in terms of
smaller contracts, smaller producers’ ability to use those types of
contracts, we are seeing that now. In fact, as exchanges have co-
listed, they are continuing to trade open outcry, but then listing the
same contract electronically. Typically, those electronic contracts
are smaller in size, and it is an attempt to make it easier for pro-
ducers to utilize those contracts. So there are attempts being made
in a number of the specific areas that you just brought up.

Mr. SMITH. Mr. Chairman, thank you.
Mr. MORAN. Thank you, Mr. Smith. Any other questions? Mr.

Newsome, you failed to answer my earlier inquiry about whose
viewpoint of those financial experts you chose to believe.

Mr. NEWSOME. Let me just say that I am very close to my col-
league on the President’s Working Group, so I think it would be
hard for me to differ with him on this topic.

Mr. MORAN. Chairman Newsome, we thank you very much for
your testimony. I also would appreciate to express my willingness
to work with you and other commissioners, and Mr. Lukken’s par-
ticipation and attendance here today. We thank you for being here.
And this committee meeting is one of a series we will have. The
next one is scheduled for June 19, in which we will hear from the
industry.

And without objection, the record of today’s hearing will remain
open for 10 days to receive additional material and supplemental
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written responses from the witness to any question posed by a
member of the panel. This hearing of the Subcommittee on General
Farm Commodities and Risk Management is now adjourned.

[Whereupon, at 11:25 a.m., the subcommittee was adjourned.]
[Material submitted for inclusion in the record follows:]

STATEMENT OF JAMES NEWSOME

Thank you, Chairman Moran, and members of the subcommittee. I appreciate
your giving me the opportunity to testify on behalf of myself and my fellow commis-
sioners at the Commodity Futures Trading Commission: Commissioner Barbara
Holum, who has served impressively at the Commission, taking on numerous re-
sponsibilities such as chairing our Global Markets Advisory Committee; Commis-
sioner Walt Lukken, who brought to the Commission a wealth of experience gained
on Capitol Hill, including active involvement in the development of the Commodity
Futures Modernization Act of 2000 (the CFMA); and Commissioner Sharon Brown-
Hruska, who brings the valuable skills of a Ph.D. economist to the Commission. The
commodity futures and options markets play a critically important role in the U.S.
economy. Today, I would like to describe the CFTC’s role in overseeing those mar-
kets and how both the markets and our oversight have developed in the 21⁄2 years
since passage of the CFMA.

Background: As you know, the Commission was created by Congress in 1974 to
oversee the Nation’s commodity futures and options markets. The Commission’s
mission is twofold: to foster transparent, competitive, and financially sound com-
modity futures markets that operate free from manipulation or distortion, and to
protect users of those markets from fraud and other abusive practices. There are
important differences between the futures markets and the stock markets. While
the stock markets provide a means of capital formation, a way for new and existing
businesses to raise funds, the futures markets provide producers, distributors, and
users of commodities throughout the economy with the means to manage their expo-
sures to price risk.

Historically, commodity futures were traded primarily on agricultural products.
These contracts gave farmers, ranchers, distributors, and users of everything from
corn to cattle an efficient and effective set of tools to handle the price volatility often
experienced in agricultural markets. Indeed, risk management efforts were seen as
so successful in the agricultural sector that this model was eventually adapted for
use in other sectors of the economy when, more than two decades ago, contracts
were introduced to manage volatility in interest rates, stock market indices, and for-
eign currency exchange rates. Subsequently, new contracts were developed to pro-
vide risk management tools to producers, distributors, and users of energy and
metal commodities.

These non-agricultural contracts, following the tradition of success seen in the ag-
ricultural futures markets, enjoyed rapid growth as their benefits were quickly rec-
ognized by a wide variety of market participants. And while the agricultural con-
tracts continue to enjoy volume growth and are traded as actively today as ever be-
fore, the financial contracts based on interest rates, foreign currencies, and stock
market indices have actually outgrown them in trading volume because they are
useful to market participants in so many sectors of the economy. Because they have
come to serve the risk management needs of businesses in virtually every sector of
the economy over the last two decades, the volume of trading in the financial con-
tracts is now almost nine times that in agricultural contracts. While farmers and
ranchers continue to use futures contracts to effectively lock in the prices for their
crops and livestock months before they come to market, manufacturers now can also
use foreign currency contracts to reduce uncertainty over the prices they receive for
finished products sold overseas. Mutual fund managers can use stock index con-
tracts to protect against market volatility and effectively put a floor on portfolio
losses. And corporations in every sector can use contracts on U.S. Treasury instru-
ments to manage their exposure to interest rate volatility.

Although I have described the primary purpose of futures markets as mechanisms
for risk management, it should be noted that many futures markets play another
important role in the economy, that of price discovery. That is, businesses and in-
vestors that may not be direct participants in a particular futures market may none-
theless refer to the quoted prices of certain futures market transactions as reference
points or benchmarks for other types of transactions and decisions. This is particu-
larly important in many agricultural markets where no other means of price discov-
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ery exist outside of the quoted futures prices but it is also true in other sectors, in-
cluding many energy markets.

How the CFTC Performs Its Mission: In seeking to fulfill its mission, the Com-
mission has traditionally focused on issues of integrity. We seek to protect the eco-
nomic integrity of the futures markets so that they may operate efficiently, free
from distortions or price manipulations. We seek to protect the financial integrity
of the futures markets so that the insolvency of a single market participant does
not become a systemic problem affecting other market participants or financial insti-
tutions. We seek to protect the operational integrity of the futures markets so that
transactions are executed fairly, so that proper disclosures are made to existing and
prospective customers, and so that fraudulent sales practices are not tolerated.

Economic Integrity. The Commission pursues these goals through a multi-
pronged approach to market oversight. We seek to protect the economic integrity of
the markets against attempts at distortion and manipulation through direct market
surveillance and through oversight of the surveillance efforts of the exchanges them-
selves. The heart of the Commission’s direct market surveillance is a large-trader
reporting system, under which clearing members of exchanges, commodity brokers
(called futures commission merchants’ or FCMs), and foreign brokers electronically
file daily reports with the Commission. These reports contain the futures and option
positions of traders that hold positions above specific reporting levels set by CFTC
regulations. Because a trader may carry futures positions through more than one
FCM and because a customer may control more than one account, the Commission
routinely collects information that enables its surveillance staff to aggregate infor-
mation across FCMs and for related accounts.

Using these reports, the Commission’s surveillance staff closely monitors the fu-
tures and options market activity of all traders whose positions are large enough
to potentially impact the orderly operation of a market. For contracts that settle
through physical delivery, such as those in the agricultural futures complex, staff
carefully analyze the potential adequacy of deliverable supplies. In addition, staff
monitor futures and cash markets for unusual price relationships among contracts
that can provide early indications of a potential problem.

The Commissioners and senior staff are kept apprised of significant market
events and potential problems at weekly market surveillance meetings, and on a
more frequent basis when needed. (For example, market surveillance staff have con-
tinuously monitored conditions in the cattle markets since the recent reports of the
Canadian BSE diagnosis, just as they did last year with respect to the rumors of
foot-and-mouth disease, which led to a Commission report on the event.) At the
weekly market surveillance meetings, surveillance staff brief the Commission on
broad economic and financial developments and on specific market developments in
futures and options markets of particular concern. If indications of attempted ma-
nipulation are found, the Enforcement Division investigates and prosecutes alleged
violations of the Commodity Exchange Act (the Act or CEA) or the Commission’s
regulations. Subject to such actions are all individuals that are (or should be) reg-
istered with the Commission, those who engage in trading on any domestic ex-
change, and those who improperly market commodity futures or option contracts.
The Commission has available to it a variety of administrative sanctions against
wrongdoers, including revocation or suspension of registration, prohibitions on fu-
tures trading, cease and desist orders, civil monetary penalties, and restitution or-
ders. The Commission may seek Federal court injunctions, restraining orders, asset
freezes, receiver appointments, and disgorgement orders. If evidence of criminal ac-
tivity is found, matters may be referred to state authorities or the Justice Depart-
ment for prosecution of violations of the Commodity Exchange Act (the CEA) and
of state and Federal criminal statutes, such as mail fraud, wire fraud, and conspir-
acy.

Over the years, the Commission has brought numerous enforcement actions and
imposed sanctions against firms and individual traders for attempting to manipu-
late or distort market prices, including the well-publicized cases against those who
attempted to manipulate prices in the copper and silver markets some years ago.
More recently, the most prominent cases have involved problems in certain energy
markets. Last year, we ordered a $5 million civil monetary penalty against two en-
ergy companies for false reporting and attempted manipulation. In March, we filed
a three-count complaint against a major energy trading company charging manipu-
lation of natural gas prices, operation of an unregistered futures exchange, and the
offering of off-exchange agricultural futures. Also in March, the Commission final-
ized a consent order under which another energy company was penalized $20 mil-
lion for the reporting of false information to certain energy price reporting indices.

Our Enforcement Division is engaged in other investigations in the energy sector,
which may result in further charges being filed. However, I want to make clear that
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when the Commission brings charges against an entity with regard to illegal futures
contracts, as in our Enron case, we approach the issues of whether the CEA applies
to, and whether we have jurisdiction over, any particular transaction solely on the
basis of the economic substance of the transaction. Thus, where we have brought
charges alleging operation of an unregistered futures exchange that involved the
trading of contracts that may have been labeled or referred to as, quote, swaps, it
is because the economic substance of those transactions was that of a futures con-
tract. Let me assure you, Mr. Chairman, that we are not seeking to expand the
scope of our jurisdiction over other transactions, such as the true swaps and for-
wards that Congress has determined—appropriately so, in my opinion—to exclude
under the CEA. In the case of over-the-counter (OTC) swaps, for example, such an
exclusion was expressly provided by the CFMA following recommendations from the
President’s Working Group on Financial Markets, and I believe that this brought
much-needed legal certainty for counterparties in this important sector of the risk
management market.

I wanted to emphasize that point because the Commission believes that legal cer-
tainty and regulatory clarity are critically important for the efficient and reliable
operation of markets generally, but perhaps particularly important for many deriva-
tives markets. If the enforceability of contracts is in doubt among counterparties or
if regulations or regulatory enforcement policies are unclear, then rational market
participants must factor that uncertainty into their decisions and this, in turn, can
result in unnecessary added costs, missed opportunities, inefficient results, and
misallocated resources. The CFMA provided much-needed legal certainty in a vari-
ety of areas, including the OTC markets. The importance of OTC risk management
markets should not be overlooked nor should the fact that effective control mecha-
nisms already at work within those markets themselves have made defaults and
other problems there very rare.

The Commission’s aggressive enforcement actions in the energy sector reflect an
approach to market oversight that emphasizes, as the proper deterrent to wrong-
doing, tough enforcement actions against those who would try to operate outside the
established rules. Simply issuing more numerous or more prescriptive regulations
that could adversely affect legitimate activities is not the correct, or even an effec-
tive, deterrent. The established rules should lay out a basic legal framework without
being overly prescriptive or unnecessarily burdensome and they should permit suffi-
cient flexibility for market participants to innovate and compete in legitimate busi-
ness endeavors, a process that can bring to the marketplace greater liquidity, more
useful risk management tools, more efficient pricing, and enhanced customer serv-
ice. But once established, the rules must be enforced, and enforced firmly.

The Commission has been successful in its recent enforcement efforts. For exam-
ple, one of the many helpful clarifications provided by Congress through the CFMA
was legal certainty for the Commission in the area of retail foreign exchange fraud.
Our Enforcement Division has risen to the challenge and in just over two years has
conducted numerous investigations and initiated almost three dozen formal actions,
making a big dent in this type of abuse against futures market participants, par-
ticularly individuals.

Financial Integrity. In protecting the financial integrity of the futures markets,
the Commission’s two main priorities are to avoid disruptions to the system for
clearing and settling contractual obligations and to protect the funds that customers
entrust to FCMs. Clearinghouses and FCMs are the backbone of the exchange sys-
tem: together, they protect against the financial difficulties of one trader from be-
coming a systemic problem for other traders or the market as a whole. The Commis-
sion works with the exchanges and the National Futures Association (the NFA) to
closely monitor the financial condition of FCMs. The Commission, the exchanges,
and the NFA receive various monthly, quarterly, and annual financial reports from
FCMs. The exchanges and the NFA also conduct annual audits and daily financial
surveillance of their respective member FCMs. Part of this financial surveillance in-
volves looking at each FCMs exposure to potential losses from large customer posi-
tions that it may be carrying. One of the ways in which such positions are tracked
is through the large trader reporting system. As an oversight regulator, the Com-
mission primarily reviews the audit and financial surveillance work of the ex-
changes and the NFA but it also monitors the health of FCMs directly, as necessary
and appropriate. The Commission also reviews clearinghouse procedures for mon-
itoring risks, ensuring the adequacy of margin and capital requirements, and pro-
tecting customer funds.

As with attempts at manipulation, the Commission’s Enforcement Division inves-
tigates and prosecutes FCMs that are alleged to have violated financial and capital-
ization requirements or to have committed other supervisory or compliance failures
in connection with the handling of customer business. Such cases can result in sub-
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stantial remedial changes in the supervisory structures and systems of FCMs and
can influence the way particular firms conduct business. This is an important part
of the responsibility of the Commission to ensure that sound practices are followed
by FCMs.Operational Integrity

Protecting the operational integrity of the futures markets is also accomplished
through various efforts by Commission staff. Commission rules provide for appro-
priate disclosure and customer account reporting, as well as fair sales and trading
practices by registrants. The Commission also seeks to encourage appropriate sales
practices by screening the fitness of industry professionals and by requiring proper
supervision of such persons, and ensuring that adequate proficiency testing and con-
tinuing education take place. Extensive recordkeeping of all futures transactions is
also required. To ensure compliance with these various requirements, the Commis-
sion directly monitors compliance but also supervises the work of exchanges and the
NFA in enforcing the relevant requirements.Just as with the Commission’s efforts
to protect the economic and financial integrity of the futures markets, the Division
of Enforcement also plays an important role in deterring behavior that could com-
promise the operational integrity of the markets. Enforcement investigates a variety
of trade and sales practice abuses that affect customers. For example, the Commis-
sion brings actions alleging unlawful trade allocations, trading ahead of customer
orders, misappropriating customer trades, and certain non-competitive trading. The
Commission also takes actions against unscrupulous commodity professionals who
engage in a wide variety of fraudulent sales practices against the public.

In addition to our individual efforts, the CFTC also works cooperatively with other
financial regulators. As Chairman of the CFTC, I sit on the President’s Corporate
Fraud Task Force. I am also a member of the President’s Working Group on Finan-
cial Markets with Secretary Snow, Chairman Greenspan, and Chairman Donaldson.
My experience has been that the coordinated approach has many advantages, espe-
cially in markets that cross regulatory jurisdictions and with respect to issues that
can affect multiple markets in the financial system.

Changes at the CFTC since the CFMA: After passage of the CFMA, we reorga-
nized and modernized the structure of the CFTC to make the most effective use of
our resources in overseeing these important and dynamic markets. Our Division of
Market Oversight, which includes primarily economists, conducts ongoing market
surveillance and other key functions, including reviews of contracts and exchange
rules. Our other major regulatory unit is the Division of Clearing and Intermediary
Oversight, which includes auditors and other staff who monitor the financial and
operational integrity of the clearinghouses and their clearing members to ensure
that customer funds are protected and that safeguards are in place to prevent indi-
vidualized financial problems from being transmitted through the system. This divi-
sion also is responsible for the registration of FCMs, pools operators, and trading
advisors. Supplementing the expertise of these two divisions is our Chief Econo-
mist’s Office, which provides key analysis to the other divisions and to the Commis-
sion, as well as our Office of General Counsel, which provides legal expertise to the
Commission and handles such matters as our appellate cases. As noted above, a
very effective Division of Enforcement investigates and brings cases against those
who attempt to defraud customers, distort or manipulate prices, or otherwise violate
the CEA and the Commission’s rules.

The Commission is looking at how we approach all of our oversight responsibil-
ities with an eye toward making changes wherever we can increase our effectiveness
and make better use of taxpayer resources, including such things as risk-based au-
dits and developing, pursuant to Congressional direction through the CFMA, an
oversight framework for futures clearinghouses. With the audits, the move from a
strictly compliance-based approach to a risk-based approach can better focus the re-
sources of both the Commission and the self-regulatory organizations for maximum
effectiveness. We recently initiated the first such examinations and the process ap-
pears to be on the right track.

Passage of the CFMA 21⁄2 years ago initiated a period of intense effort at the
Commission. Our first task, guided by schedules established within the legislation,
was to modernize the rules affecting trading facilities, both traditional and the new
electronic commercial markets now permitted by the CFMA. Despite the unexpected
challenges the industry and the Commission faced following the September 11 at-
tacks, those rule modernizations have been successfully accomplished. Working with
the Securities and Exchange Commission, the CFTC was also able to put into place
the rules and other mechanisms to allow the launch of trading in domestic security
futures.

Now the Commission is well underway with efforts to modernize the rules affect-
ing clearinghouses, futures commission merchants, pooled investment managers,
and other intermediaries in the futures markets. Through hearings, studies, and
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roundtables, the Commission has, as directed by Congress, undertaken a concerted
examination of the rules currently imposed on intermediaries and we have identi-
fied a number of areas where key improvements can be made. These range from
providing financial institutions that are primarily overseen by another regulator
(such as banks, insurance companies, and mutual funds) with an opportunity to use
the risk management tools offered in the futures markets without subjecting them-
selves to unnecessary duplicative regulation, to providing appropriate registration
relief to pooled investment vehicles that restrict participation to sufficiently well so-
phisticated persons, to affording FCMs with greater operational flexibility so that
they can provide their customers with more efficient trade executions. We have pro-
posed a great number of rule modernizations in the Federal Register, received large-
ly supportive and always insightful comments on these proposals, and implemented
final rules in a number of areas. We are also well underway with efforts to design
an effective oversight framework for clearinghouses which, as discussed below, oc-
cupy a new place in the regulatory landscape since passage of the CFMA.

Changes in the Marketplace since the CFMA: The CFMA opened the door for
great change in the markets as well as at the CFTC. The U.S. commodity futures
and options markets continue to grow rapidly. Total volume rose by more than 33
percent from 2000 to 2001, and again by more than a third from 2001 to 2002, as
increasing numbers of companies and investors avail themselves of the risk manage-
ment tools offered by these markets. Financial contracts represent the largest por-
tion of the market and continue to grow in volume. Of the ten most widely traded
contracts, which together represent more than 80% of U.S. futures volume, seven
are financial contracts (based on Eurodollars, Treasury instruments, the S&P 500,
and the Nasdaq 100). The other three top-ten contracts are crude oil, natural gas,
and corn. (Soybeans are close behind corn in the eleventh spot.) While the tradi-
tional U.S. futures exchanges are enjoying record volumes, not all the growth is tak-
ing place there. Newly designated contract markets (DCMs) that have been ap-
proved by the Commission since passage of the CFMA are achieving significant
trading volumes with new products and platforms.

Security Futures. Perhaps one of the most visible categories of new products is,
of course, the security futures category. Futures based on individual stocks or on
narrow stock indices were prohibited from trading for almost twenty years prior to
the CFMA. Three brand new exchanges have been created to host trading in these
new contracts, offering equity investors and portfolio managers of all kinds access
to useful new risk management tools. Security futures are treated as both futures
and securities under the CFMA and, accordingly, both the CFTC and the SEC share
oversight responsibility for their trading under a primary regulator and notice regu-
lator regime intended to avoid duplicative or overly burdensome requirements on
market participants. Some work still remains to be done, but we are optimistic that
the two agencies can continue to cooperate to fully accomplish the purposes of the
CFMA in this area.

I have been asked for my views on the growth thus far in trading of security fu-
tures. Prior to last year’s launch, I refrained from making forecasts of how popular
these products would be because I felt that it was my role as a regulator to make
sure that success would not be decided by regulators but by market participants in
a marketplace made as free as possible from unnecessary, duplicative, or unduly re-
strictive regulations. Having said that, I would point out that other products in our
markets have faced some initial skepticism and yet turned out to be quite success-
ful. While I recognize that it may not be exactly an apples-to-apples comparison, I
would note, for example, that average monthly volumes in the security futures of-
fered thus far on Microsoft common stock have exceeded the volumes in the now
hugely successful Treasury bond, Eurodollar, and crude oil contracts during cor-
responding periods after their introduction.

Other Changes. Strong trading growth and security futures are not the only
changes that have been occurring recently. Other key trends in the futures markets
include the continued migration of trading activity from open-outcry trading on the
exchange floors to all-electronic trading from widely dispersed geographic locations,
the transition from purely member-owned exchanges to publicly-held trading facili-
ties, continued globalization of all financial markets, and, of particular note since
passage of the CFMA, the decoupling of the trading activities hosted by exchanges
from the clearance and settlement functions performed by clearinghouses. The
CFMA made express provision for this last transformation and we are already start-
ing to see activity in this area, with recent press announcements of new relation-
ships among exchanges and clearinghouses that would have been hard to imagine
only several years ago.

In fact, while the Commission has designated four new contract markets since
passage of the CFMA, it is has accepted the registration of five additional deriva-
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tives clearing organizations, several of which were existing clearinghouses serving
other financial market sectors outside of futures but several of which are new orga-
nizations not previously affiliated with any particular trading facility. The Commis-
sion has received expressions of interest or applications from numerous other trad-
ing facilities and clearing organizations and foresees that its oversight responsibil-
ities in both areas will only increase as time goes on.

Not only does the Commission foresee more work ahead as volumes increase and
as market participants are presented with greater choice in risk management prod-
ucts and trading platforms, and as clearing and settlement functions evolve, but the
work is changing in ways that present new and exciting challenges for the Commis-
sioners and the staff. Under the CFMA’s principles-based approach, which we have
commended the Congress for adopting to replace an outdated regime of prescriptive
and often obsolete regulations, the Commission works with exchanges, clearing-
houses, and others who now have the flexibility to satisfy the fundamental objec-
tives of the CEA in alternative ways, some traditional but some very new and
unique. Gone is the era of cookie-cutter applications and Commission approvals that
dictate the same approach for every institution. While I believe the new era will be
one in which market users benefit greatly from innovative uses of technology, better
customer service, greater liquidity, and more efficient transactions, I also believe
that the Commission and its staff will have to work harder than ever to fulfill its
important public mission.

I am excited by the remarkable changes we have seen in just the short time since
enactment of the Commodity Futures Modernization Act. I firmly believe that it was
the right legislation to pass at the right time and that its principles-based approach
has already proven to be a workable and effective means of overseeing markets that
play a crucial role in the U.S. economy. The Commission stands ready to work with
this Subcommittee, the Congress, other regulators, and market participants to en-
sure that our regulatory structure keeps up with developments in the marketplace
and continues to make good sense. Thank you for the invitation to appear before
your subcommittee. I will be happy to answer any questions you may have.
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COMMODITY FUTURES MODERNIZATION ACT

THURSDAY, JUNE 19, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GENERAL FARM COMMODITIES

AND RISK MANAGEMENT
COMMITTEE ON AGRICULTURE,

Washington, DC.
The subcommittee met, pursuant to call, at 10:00 a.m., in room

1300 of the Longworth House Office Building, Hon. Jerry Moran
(chairman of the subcommittee) presiding.

Present: Representatives Smith, Everett, Lucas, Jenkins, Burns,
Peterson, Alexander, Pomeroy, Etheridge, Larsen, Davis, and Sten-
holm [ex officio].

Staff present: Jon Hixson, Dave Ebersole, Ryan Weston, Callista
Gingrich, clerk; Kellie Rogers, and John Riley.

OPENING STATEMENT OF HON. JERRY MORAN, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF KANSAS

Mr. MORAN. The hearing of the Subcommittee on General Farm
Commodities and Risk Management will come to order.

We are here to review the Commodity Futures Modernization
Act, and I am delighted to welcome the witnesses to the panel
today.

This is the second of a series of hearings that we are taking, as
a subcommittee, to look at the Commodity Futures Modernization
Act. This subcommittee has spent a lot of time over the last several
years looking at these issues of reauthorization. We have heard lots
of stories, concerns, challenges, and I think it is appropriate for
this subcommittee to take a little time to see the results of that
legislative effort to learn from the industry’s perspective as to the
good things that may have been accomplished and the errors that
may have occurred.

Several weeks ago, we heard from Chairman Newsome of the
CFTC, and he provided a regulatory perspective as to the Act. I
hope today that we will hear about implementation of CFMA so
that we can learn the appropriate level of regulation and regu-
latory relief, determine whether we were successful in our attempt
to develop the appropriate level of that regulation and to allow U.S.
markets to compete effectively while protecting market integrity for
all participants.

We also have a relatively new number of members of this sub-
committee to whom these issues are relatively new, and we look
forward to the education that this distinguished panel of witnesses
will be able to provide our subcommittee.
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I now turn to the distinguished gentleman from Minnesota, Mr.
Peterson.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF MIN-
NESOTA

Mr. PETERSON. Thank you, Mr. Chairman, and thank you for
holding this hearing.

It certainly is time for us to examine the results of CFMA, which
has been law for about 21⁄2 years now. As we will hear today in the
testimony, since the passage of CFMA, this has been a successful
piece of legislation. I want to join you, Mr. Chairman, in welcoming
our distinguished guests, and I look forward to hearing their testi-
mony.

Mr. MORAN. Thank you very much Mr. Peterson.
Other statements for the record will be included at this time.
[The prepared statement of Mr. Smith follows:]

PREPARED STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Thank you Mr. Chairman for holding this informative hearing to review the Com-
modity Futures Modernization Act. The futures trading industry is a vital and ever-
expanding part of our Nation’s economy. For many years the futures industry has
been important to the agricultural industry as a mechanism of price discovery and
a risk management tool for farmers. The passage of the Commodity Futures Mod-
ernization Act was a significant landmark for the derivatives industry. As we will
hear today and at previous hearings, the futures industry has seen record-setting
growth in the number and values of contracts traded over the several years.

Although the Commodity Futures Modernization Act has primarily influenced the
non-agricultural sector of the futures industry, as a fanner and member of the Agri-
culture Committee I am particularly interested in agricultural trading and hedging
on the: futures market. Commodity futures trading laws in the U S. started pri-
marily as a service to the agriculture industry as futures markets developed for var-
ious farm commodities. Over the years the futures industry has rapidly expanded
into other markets.

As a result, agriculture has become a much smaller part of the overall total ex-
change. In 2002, agricultural commodities accounted for only about 5 percent of the
total futures contract volume actively traded in the U.S. With the rapid expansion
of the futures industry into other markets, agriculture sometimes does not get at-
tention in ways that might better serve the average fanner to help them buy and
sell futures contracts so that they may better manage their risk by utilizing futures
marketing.

I would suggest, Mr. Chainnan, that maybe Congress, the Commodity Futures
Trading Commission, and the futures industry should be looking at different ways
that we can encourage farm producers to better manage their own risks by utilizing
futures contracts directly through their local elevator. Hedging on the futures
marketmanage their own risks and we should continue to look for innovative means
by which we can facilitate utilization of the futures market both in the commodities
farmers sell and the products farmers buy. Thank you.

Mr. MORAN. We will begin the testimony with Mr. Carey, who
tells me that this is his first appearance before a subcommittee or
committee of Congress. Mr. Carey, this is a very intimidating
group, but we welcome you and we assume that someone from Chi-
cago can handle us just fine.

STATEMENT OF CHARLES P. CAREY, CHAIRMAN, CHICAGO
BOARD OF TRADE, CHICAGO, IL

Mr. CAREY. Mr. Chairman, members of the subcommittee, my
name is Charlie Carey, and I am chairman of the Chicago Board
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of Trade. I am joined this morning by Bernie Dan, our President
and CEO.

It is an honor to appear here today. Over 100 years ago, my
grandfather came to the Chicago Board of Trade. Both my grand-
father and my uncle served as a chairman, so I am a third-genera-
tion chairman. And I am very proud of that tradition.

Mr. Chairman, thank you for the opportunity to address current
issues facing our exchange. Your interest and leadership are very
much appreciated.

First, I thought I should give you a quick update on our business
since the Commodity Futures Modernization Act was enacted in
2000. We are doing well, and growing stronger. In each of the last
2 years, we have achieved record trading volumes. This year, our
volume is up again, running 37 percent above last year’s pace.
Overall, these figures reflect the confidence our customers have in
both our pit and electronic trading platforms.

Despite our past and current success, we know our competitive
challenges are ever increasing. Before I describe our response to
those challenges, I want to share with you a few observations about
the CFMA. The Board of Trade strongly supported passage of that
legislation. Modernizing futures regulation, providing legal cer-
tainty for OTC derivatives, and opening the door to single stock fu-
tures trading were sound policy goals we were pleased to endorse.

Since enactment of the CFMA, futures regulation has worked
well. In large part, that success is due to the efforts of the Com-
modity Futures Trading Commission under the strong leadership of
Chairman Jim Newsome. I believe Chairman Newsome has the re-
spect of everyone in the futures industry for his fair judgment and
constructive insight.

Competition seems to be the main theme of the industry debate
today. As I am known for being blunt, let me say this. Those who
would tell you that U.S. futures exchanges are monopolies and face
no competition are completely out of touch with reality. There is
more competition today than ever before.

Twice in the past 5 years, new exchanges were created to com-
pete directly with us. What happened? We competed, and we pre-
vailed. Why were we successful? In my opinion, we have the most
cost-effective, reliable, fair, transparent, and safe markets avail-
able. Our members provide the essential ingredient of market li-
quidity that makes spreads tight, order execution dependable, and
prices reflective of true economic conditions.

Despite our record, I know that existing and new competitors
will challenge us in the future. This year, the Chicago Board of
Trade has made two decisions that demonstrate our willingness to
compete. In January, the Board of Trade chose to replace our cur-
rent electronic trading platform with LIFFE CONNECT. That se-
lection was based on one overriding factor: we wanted to offer the
best trading platform for our customers and members. LIFFE
CONNECT is robust, adaptable, and will help us grow our mar-
kets.

Second, on April 16, the Board of Trade announced a truly his-
toric clearing link with the Chicago Mercantile Exchange. Again,
we changed our clearing platform, because doing so was best for
our customers.
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The link is a win-win proposition. It will result in cost savings
while strengthening financial integrity. Through these two deci-
sions, we have improved our markets on two key fronts. Together,
the LIFFE CONNECT platform and the Common Clearing Link
will fortify the Board of Trade’s overall business objectives by
building upon our core values of transparency, liquidity, flexibility,
and market integrity.

We know new exchanges and new competition will arise in the
years to come. In fact, the media has reported that a major foreign
exchange intends to open a U.S. futures exchange next year. The
CEO of that exchange’s parent recently hailed its track record for
‘‘cross-border stealing of liquidity.’’ That plan would be unprece-
dented.

The futures regulatory system, especially after CFMA, is built on
self-regulation. Exchanges are called upon to protect market integ-
rity and other recognized public interest. Whether a foreign-owned
U.S. exchange could adequately discharge those responsibilities in
all circumstances raises questions that have not had to be consid-
ered previously. In other areas of our economy, foreign ownership
considerations have resulted in the adoption of special regulatory
rules. To the extent the rumored business plans of foreign ex-
changes present similar concerns, we are sure the CFTC will con-
sider those issues carefully and fully.

This is an exciting time for the futures industry. Exchange trad-
ing is in great demand worldwide. More futures and options con-
tracts are traded on U.S. exchanges than anywhere else in the
world. The Board of Trade is proud to play a leading role in helping
to create this national industry.

Thank you for the opportunity to appear before you today.
[The prepared statement of Mr. Carey appears at the conclusion

of the hearing.]
Mr. MORAN. Mr. Carey, thank you very much for your testimony.
Mr. Terrence A. Duffy is the chairman of the Chicago Mercantile

Exchange. Mr. Duffy, we welcome you back to our committee.

STATEMENT OF TERRENCE A. DUFFY, CHAIRMAN, CHICAGO
MERCANTILE EXCHANGE, CHICAGO, IL

Mr. DUFFY. Well, thank you very much, Chairman Moran and
members of the subcommittee.

I appreciate the opportunity to testify on behalf of the Chicago
Mercantile Exchange. I have served as chairman of the CME since
April 2002. This has been a time of growth and change for our in-
stitution. On December 6, 2002, we completed our initial public of-
fering and became the first publicly traded financial exchange in
the United States.

This has also been a very challenging political and economic pe-
riod for our country and the world. In these uncertain economic
times, the Chicago Mercantile Exchange is essential in helping in-
stitutions, corporations, and individuals effectively manage their fi-
nancial risk.

In the judgment of the CME, the Commodity Futures Moderniza-
tion Act of 2000, or the CFMA, represents successful landmark leg-
islation. Our futures markets are stronger and more vibrant today
as the direct result of Congress’s enactment of the CFMA, and
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equally important, the CFTC’s judicious and deliberate implemen-
tation of those reforms.

This can be attributed to the decisive leadership of Chairman
Jim Newsome. Under his skillful leadership, innovation has been
encouraged and made less costly and more rewarding. The time be-
tween conception of a new product or trading system and its imple-
mentation has gone from years to days. Today, the vast majority
of CME’s investment in innovation is for improvement and testing
rather than paperwork and bureaucratic review.

I want to highlight some of our many achievements under the
CFMA regime and indicate some important initiatives now under-
way at the CME. During June, our average daily volume thus far
has increased to 3 million contracts per day, a healthy 43 percent
increase from 2002 average daily volume. Our open interest
reached an all-time record high of 25 million contracts, represent-
ing a notional value of $18 trillion. Volume on our GLOBEX elec-
tronic trading platform has gone from hundreds of contracts per
day to more than 1 million contracts per day, while the open outcry
trading floor continues to serve its core customers who prefer to
trade in that venue.

The CME’s E-mini S&P 500 futures contract reached a new
record of 116 million contracts in 2002, an increase of 194 percent
from the prior year. The E-mini S&P remains the fastest growing
product in the history of the Chicago Mercantile Exchange.

The latest major development at the CME, as just mentioned, is
the recently signed definitive agreement between the Chicago
Board of Trade and the Chicago Mercantile Exchange to establish
the CME/CBOT Common Clearing Link. Under this agreement, the
CME will provide clearing services for all Chicago Board of Trade
products beginning on January 2, 2004. We expect that the CFTC’s
regulatory review will be efficient and expeditious, free of time-con-
suming processes that would have been standard prior to the
CFMA. Naturally, we also expect the CFTC to grant all regulatory
approvals in order to maintain our targeted rollout date of January
2, 2004.

By clearing CME and CBOT products through our clearinghouse,
we will offer extended portfolio margining, in other words, we will
recognize the positions held at both exchanges and reduce perform-
ance bonds as appropriate. This exemplifies our efforts to provide
value to our customers and shareholders at the same time. This
new clearing agreement also signals CME’s ability to provide trans-
action processing services to third parties.

Our new publicly traded status will help us achieve the key ele-
ments of our long-term business strategy. I want to dispel a myth
about publicly owned exchanges: some regulators have speculated
that a for-profit business model may pressure exchanges to reduce
spending on self-regulation. We strongly disagree. While we were
a mutual membership-owned not-for-profit corporation, we never
wavered from our commitment of funding our regulatory systems,
programs, operations, and staffing levels. Despite significant budg-
et pressures, we never reduced our commitments to this important
area because we understood its importance to our overall success.

Rather than detracting from our ability as an effective self-regu-
lator, the CME’s incentives and capability to maintain an effective
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program of self-regulation have been enhanced by its reorganiza-
tion as a for-profit company. The regulatory staff’s independence
and empowerment have been cemented by this new corporate
structure. The CME is subject to the disclosure and reporting re-
quirements imposed by the Securities Act of 1933 and the Securi-
ties and Exchange Commission regulations.

CME’s ownership base has been expanded to include institu-
tional investors. Professional security analysts, who are unaffili-
ated with the CME and/or its bankers, follow every action of the
company. Any failure to maintain and effectively implement pru-
dent regulatory programs will cause these analysts and sharehold-
ers to adopt a negative view of our performance, and subsequently,
our stock price could decline. The scrutiny of these shareholders
and analysts ensure that we have sufficient inducement to main-
tain the effective regulatory programs that are so crucial to our
brand name and our success.

The CFMA broke new and important ground in authorizing the
trading of single stock futures. The discussions between the CFTC
and the SEC with regard to regulatory regime pertaining to single
stock futures have taken a considerable amount of time, and we
understand that the agencies believe they are coming to the end of
that process.

Nonetheless, we want to bring the subcommittee’s attention what
we consider to be a very important problem we have experienced
in the initial efforts to bring single stock futures products to mar-
ket. Our experience, as a notice registered security exchange and
our view of the regulatory burdens to which our joint venture,
OneChicago, has been subjected, lead us to the question of whether
the CFMA provisions respecting joint jurisdiction over exchanges
that trade security futures products are being misapplied by the
SEC. After a protracted effort to list security features products, the
CME withdrew its submission rather than subjecting itself to con-
fusing and costly dual regulation.

The details of this story are included in my written testimony.
In brief, Congress granted the CFTC and SEC jurisdiction over ex-
changes that list and trade security futures products, but clearly
determined that the exchange’s principle registration status should
decide which agency should take the lead. In the case of the CME
and OneChicago, the CFTC is the primary regulator. The SEC has
asserted the authority that effectively puts it on a par with the
CFTC and creates a system of active dual regulation contrary to
the clear intent of Congress. If unaddressed, this problem threatens
to undermine Congress’s intent that dually regulated exchanges
not be burdened by duplicate regulation.

While we applaud the many improvements made by the CFMA’s
rewrite to the Shad/Johnson Accord and other major parts of the
CEA, there is no one area in which this was a step backwards, or
at least a step sideways. That is the area of index futures on non-
equity securities. The rule distinguishes between broad-based and
narrow-based security indexes apply to all securities. But the rule
was drafted without clear consideration of the significant dif-
ferences in the trading volume and trading velocity between equi-
ties and fixed income securities. The U.S. fixed income securities
are not typically traded on organized exchanges, and their trading
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volume is significantly smaller than that of stock volume. The
CFMA does not distinguish between the two different classes of se-
curities with the result that the same criteria are applied in deter-
mining which cash instruments can be the basis for futures con-
tracts.

We urge Congress and the CFTC and the SEC to use all of their
available means to remedy this situation.

I want to talk just for a minute about the COOL, Country of Ori-
gin Labeling. It is part of the 2002 farm bill. It will require, among
other things, all meat sold at retail grocery stores, to carry a label
showing the country or countries in which the animal was born,
raised, and processed. This labeling requirement becomes effective
September 30, 2004, and retailers are subject to a $10,000 fine for
each violation.

While we are aware of the ongoing controversy among affected
elements of the industry as to whether Congress should revisit
COOL, perhaps delaying or modifying the provision, or even repeal-
ing it, under current circumstances, CME will need to bring our
live cattle contract into compliance with COOL. We are experienc-
ing a number of serious timing and design issues for 2004 cattle
complex contracts, which I have detailed in my written testimony.

We are working with the USDA and the industry to find solu-
tions, but the CFTC has signaled that it understands the problems
and will work with us to find a solution.

The CME strongly supported the CFMA and its philosophy of ex-
panding our opportunities to compete, while simultaneously chal-
lenging us by permitting new market structures and easing bar-
riers to entry of new competition. As much deliberation as Con-
gress gave the CFMA over the several years preceding its enact-
ment, no consideration was given to the question of foreign control
of U.S.-based derivative exchanges. CME welcomes fair competition
from all sources but is concerned that the CFMA’s lack of specific
focus on foreign ownership may be taken as a signal that signifi-
cant issues arising out of such control are irrelevant to the statu-
tory standards for designation of a contract market.

The enactment of the CFMA has brought a wide variety of con-
structive and beneficial reforms to the regulation of America’s de-
rivative markets. The Nation and the market participants, includ-
ing CME, are better off as a result of the CFMA. The CFTC has
administered the CFMA responsibly, but new challenges remain to
be addressed if the full promise of the CFMA is to be realized.

We look forward to continuing to work with Congress and the
CFTC in finding appropriate answers to these challenges.

Thank you.
[The prepared statement of Mr. Duffy appears at the conclusion

of the hearing.]
Mr. MORAN. Mr. Duffy, thank you very much.
Our next panelist is Mr. Neal L. Wolkoff, who is the executive

vice president and chief operating officer of the New York Mer-
cantile Exchange. Welcome, Mr. Wolkoff.
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STATEMENT OF NEAL L. WOLKOFF, EXECUTIVE VICE PRESI-
DENT AND CHIEF OPERATING OFFICER, NEW YORK MER-
CANTILE EXCHANGE, NEW YORK, NY
Mr. WOLKOFF. Thank you, Mr. Chairman, members of the com-

mittee.
The New York Mercantile Exchange is the leading exchange in

the world for the trading and clearing of energy futures and pre-
cious metals contracts. On behalf of the Exchange, the Board of Di-
rectors, the members, and the staff of the Exchange, I appreciate
the opportunity to be here to testify about the Commodity Futures
Modernization Act of 2000.

To lead off, NYMEX commends Congress for its vision and its
leadership in the passage of the CFMA. I have submitted written
testimony with a great deal of details, and I will just summarize
that for the committee, but the bottom line is that under the re-
gime of the CFMA, NYMEX has thrived.

To date, NYMEX has not taken full advantage of the different
regulatory tiers made available by the CFMA. We have remained
in the highest level of regulation, the contract markets tier. How-
ever, the incorporation by the CFMA of principles-based regulation,
where there are a series of core principles for both the trading and
the clearing of futures and options products, has given us much
greater flexibility with respect to how we may comply with the gen-
eral standards of the Act. We believe that this has occurred with-
out any loss in integrity or regulatory supervision on behalf of the
Government.

We especially appreciate being able to submit new products and
rules to the CFTC on a self-certification basis and then make those
rules effective in a relatively immediate way. Streamlining the
product submission process has benefited our market users and has
allowed us to be much more competitive with exchanges operating
worldwide than we previously were.

Credit must be given to the CFTC, to Chairman Newsome, and
to the other Commissioners in how sincerely they have taken the
spirit of the CFMA to heart in assuring that their regulation is
substantive and not bureaucratic.

We believe that the developments in the energy cash markets
over the last year or two have reemphasized the importance of hav-
ing markets that are transparent, reliable, and publicly account-
able. And we have seen clear evidence that customers, as shown by
record volume levels last year at NYMEX, agree with us. The over-
whelming majority of our market users are commercial or other in-
stitutional companies seeking to use the Exchange’s markets to
make their price discovery or hedging needs in energy and metals
products. Notwithstanding their status, however, as sophisticated,
knowledgeable, commercial entities, most of our market partici-
pants have expressed a strong desire to conduct their business in
a fully and well-regulated marketplace where the rules are applied
consistently and assertively and prices are transparent.

Under the CFMA, another benefit that the Exchange has real-
ized is the separation of the trading function from the clearing
function. In addition to listing a number of new products for trad-
ing, NYMEX has also been able to serve the energy market users
who are in such need of credit mitigation in their counterparty re-
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lationships in the form of providing clearing services for trans-
actions executed originally off Exchange and then submitted to
NYMEX for clearing as fully regulated futures contracts. There is
still a liquidity crunch in OTC energy markets. Among the largest
merchants, there has been a market capitalization loss of almost
$300 billion since the Enron bankruptcy. And the need for trans-
actional oversight and credit mitigation is extreme in order to keep
liquidity in this business, all of which goes ultimately to the benefit
of the consumer.

As a final point, a year or so ago, we suggested, and I will say
I suggested, that it would be useful to clarify the scope of the
CFTC’s anti-fraud and anti-manipulation over certain products and
markets. And we further suggested a need for greater transparency
and public accountability for certain markets within the CFTC’s ju-
risdiction, particularly where such markets served a price discovery
function.

While NYMEX is generally supportive still of these policy goals,
we also take note of the extensive number of investigations now
underway by the CFTC. Accordingly, we agree with the chairman
that the best public policy approach would be to defer any congres-
sional consideration of amendments to the Commodity Exchange
Act, or the CFMA, until the CFTC has had an opportunity to com-
plete its ongoing matters. At that time, a clearer picture should be
available as to whether there is a need for legislative change.

There is a real basis for believing in any event that the ordinary
operation of free markets, alongside the existing regulatory and
prosecutorial functions of government, may well bring about the
number of benefits and changes to the marketplace without an im-
mediate need for change to the CFMA.

Gentlemen, I believe my time is up. I will be happy to answer
any questions. And thank you very much for hearing me.

[The prepared statement of Mr. Wolkoff appears at the conclu-
sion of the hearing.]

Mr. MORAN. Mr. Wolkoff, thank you very much.
We now welcome Mr. John M. Damgard, who is president of Fu-

tures Industry Association. Welcome back, Mr. Damgard.

STATEMENT OF JOHN M. DAMGARD, PRESIDENT, FUTURES
INDUSTRY ASSOCIATION, WASHINGTON DC

Mr. DAMGARD. Mr. Chairman, members of the subcommittee, on
behalf of the Futures Industry Association, I appreciate the oppor-
tunity to appear before you today to discuss the impact of the Com-
modity Futures Modernization Act of 2000, on the derivatives in-
dustry generally, and more specifically, on the CFTC.

We want to congratulate you, Mr. Chairman, for scheduling
these oversight hearings. The CFMA signaled a radical new ap-
proach to the regulation of the derivatives markets, by which Con-
gress authorized the Commission to develop a regulatory program
for markets that would be ‘‘tailored to match the degree and man-
ner of regulation to the varying nature of the products traded
thereon, and to the sophistication of the customer.’’ It is important,
therefore, that the subcommittee examine from time to time the
progress that the Commission is making in implementing this pro-
gram.
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The CFMA, of course, had other equally important goals. Among
them, the CFMA removed the 20-year prohibition on futures on in-
dividual securities and narrow-based indexes and, in another radi-
cal departure, provided for the joint regulation of these products by
the Commission and the Securities and Exchange Commission. In
addition, this legislation sought to assure legal certainty for over-
the-counter derivative instruments.

We want to join in the praise and congratulate Chairman
Newsome, the other members of the Commission, and the Commis-
sion staff for their efforts over the past 21⁄2 years in developing the
regulations necessary to implement the myriad provisions of the
CFMA. It placed enormous demands on the Commission, and the
Commission has met every challenge. In the area of regulatory re-
lief for intermediaries, in particular, the Commission has under-
taken steps that should alleviate a number of the regulatory bur-
dens that intermediaries have faced.

The fate of the FIA and its members and the U.S. derivatives ex-
changes are inextricably intertwined. FIA estimates that our mem-
bers effect more than 90 percent of all customer transactions exe-
cuted on U.S. contract markets. Our 20 largest members, all US
FCMs, bring customer business to U.S. exchanges from four cor-
ners of the world. Among them, these FCMs hold customer seg-
regated funds, that is funds held solely for trading on U.S. futures
exchanges, in excess of $51 billion, approximately 90 percent of all
customer segregated funds held by US FCMs. We, therefore, share
in the Exchange’s pride and the tremendous growth these markets
continue to experience. The Exchange’s success is our success.

Our belief in strong, competitive exchange markets led us to
work closely with Congress, the Commission, and related industry
groups, including the exchanges and associations represented at
this table today. We were, and remain, convinced that an underly-
ing purpose of the CFMA was to promote responsible innovation
and fair competition among boards of trade, other markets, and
market participants. And it could not be achieved unless the pre-
scriptive regulatory structure that had been so restrictive in the
Exchange’s conduct was replaced.

Subject to the Commission’s vigilant oversight, the core prin-
ciples set forth in the CFMA should be more than adequate to as-
sure that the purposes of this Act are met. A critical core principle
of the CFMA is the requirement that ‘‘unless appropriate to
achieve the purposes of the Act’’, designated contract markets and
derivatives clearing organizations must ‘‘avoid adopting any rule or
taking any action that results in an unreasonable restraint of
trade, or imposing any material anti-competitive burden on trad-
ing.’’ Therefore, if any action of an exchange or clearing organiza-
tion appears to violate that requirement, the Commission would be
authorized to act.

We believe Congress shared our enthusiasm for competitive mar-
kets and fully anticipated that the regulatory reform it endorsed
through the CFMA would encourage new entrants to apply for des-
ignation with the Commission as contract markets or clearing orga-
nizations. These entities would compete among themselves and
with existing exchanges for customer business based on products,
quality of execution, and cost. Although the vigorous rivalry that
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we had hoped for and that we believe Congress anticipated in en-
acting the CFMA has not materialized. We are pleased that a num-
ber of entities see an opportunity in the U.S. that was not available
before.

The futures industry has long recognized the benefits of common
clearing in reducing costs to FCMs and their customers. A common
clearing entity is a single clearing organization that would clear
and guarantee contracts traded on all U.S. futures exchanges. A
common clearing organization would: reduce systemic risk by con-
centrating position and margin information in a single clearing or-
ganization; two, result in a substantial reduction in margin re-
quirements; and three, reduce the security deposit, guarantee fund,
and share ownership requirements of clearing member FCMs.

There are currently seven active futures clearing organizations in
the United States. In the absence of an agreement on Common
Clearing Initiative that failed several years ago, FIA and its mem-
bers began to explore alternatives that would provide, to the extent
practical, many of the same economic and risk benefit efficiencies.
For a period last year, we were encouraging the adoption of a pro-
gram that we call directed clearing. Directed clearing would have
allowed an FCM to choose the clearing organization at which its
contracts could be cleared. In this manner, the clearing firm would
be able to take full advantage of the benefits of portfolio margining
across all U.S. markets. An advantage of directed clearing would
be that it would let the market decide based on quality of service,
breadth of services and costs, which clearing organizations were
best able to meet users’ needs. This approach reflected our firm be-
lief that the market, and not the Government, should determine
which clearing organizations and which exchanges and which
FCMs, for that matter, would succeed and which ones would fail.

More recently, the FIA has begun to examine another proposal
that would allow FCMs and their customers to make more efficient
use of their capital through portfolio margining across all markets.
Through its competitive clearing committee, FIA is reviewing the
feasibility of establishing what we call a centralized capital facility.
It would consolidate position information and centralize perform-
ance collateral across clearing organizations and could be an effec-
tive means of providing portfolio margining across all markets. We
look forward to the opportunity of discussing this proposal with the
exchanges and clearing organizations at the appropriate time.

We can not leave the topic of clearing without acknowledging the
Common Clearing Link that the Chicago Board of Trade and the
Chicago Mercantile Exchange have announced. The Chicago Board
of Trade and the Chicago Mercantile Exchange, in the aggregate,
account for approximately 85 percent of all U.S. futures exchange
volume. Therefore, this initiative holds the promise of providing
certain benefits for which we have long argued. To this end, we
have advised the leadership of both exchanges that we stand ready
to work with them to resolve the numerous questions that are cer-
tain to arise as the business and operations detail of their arrange-
ments are implemented.

We understand that the exchanges may ask the Commission to
approve the rule amendments and other actions that they will take
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to implement this agreement. Because the proposal may have an
impact on markets generally, we fully support that decision.

Launching security futures was an enormous and expensive un-
dertaking. Without the joint efforts of all industry participants,
trading could not have been initiated in November of 2002. Al-
though volume on these markets has not been as robust as we
would like, we recognize that a bear market is not an ideal time
to introduce futures on equity securities. Nonetheless, we continue
to believe that this is an important product that will grow over
time.

As Chairman Newsome reported, the CFTC and the SEC have
not been able to agree on the rules that would permit securities fu-
tures products that are traded on foreign exchanges to be offered
in the United States to U.S. customers. Consistent with the
CFMA’s purpose of promoting fair competition among boards of
trade, we had assumed the necessary rules, regulations, or orders
permitting the offer and sale of foreign security futures products to
U.S. persons would be adopted contemporaneously with the rule
authorizing security futures products on U.S. exchanges. We re-
quest that the subcommittee encourage the Commissions to act
promptly to fulfill this congressional mandate.

In light of the significant structural changes that the futures in-
dustry is undergoing, we welcome Chairman Newsome’s recent an-
nouncement that the Commission is planning to conduct a review
of self-regulatory organizations with the goal of encouraging fur-
ther the modernization of their rules and regulations. Governance,
of course, is the hot topic of the day. However, it is one that the
FIA has been discussing for many years.

FCMs have argued for some time that their interests are not
adequately represented on the boards of directors of various con-
tract markets or of some clearing organizations. Our views in this
regard are consistent with those of the Group of 30. In a report on
‘‘Global Clearing and Settlement’’, the Group of 30 noted: ‘‘Where
an institution is user-owned, the interests of shareholders and
users are already likely to be substantially aligned, and representa-
tion of other important stakeholders such as end-user investors and
issuers and the wider public interest can be achieved through ap-
propriate appointments. Where nonusers have an ownership stake
in a private institution, then additional strengthened mechanisms
may be needed to ensure users have appropriate representation.
This is vital where users have no or very limited choice of institu-
tions from whom they can procure services.’’

We are also pleased that the Commission intends to review the
roles, responsibilities, and the capabilities of self-regulatory organi-
zations in the context of the market changes that are taking place.

And in conclusion, Mr. Chairman, I want to thank you and the
members of the subcommittee for inviting me to appear today. The
futures markets are prospering in the United States, and we are
committed to their continued success. When we next appear before
you, we hope to be able to report that the vigorous competition that
Congress anticipated in enacting this legislation has become a re-
ality.

Thank you very much.
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[The prepared statement of Mr. Damgard appears at the conclu-
sion of the hearing.]

Mr. MORAN. Mr. Damgard, thank you for accepting our invitation
to be here.

We now turn to Mr. Robert G. Pickel, chief executive officer,
International Swaps and Derivatives Association of New York.

STATEMENT OF ROBERT G. PICKEL, CHIEF EXECUTIVE OFFI-
CER, INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIA-
TION, NEW YORK, NY

Mr. PICKEL. Thank you, Mr. Chairman.
Mr. Chairman and members of the subcommittee, I appreciate

your invitation to testify on behalf of ISDA. We have appeared fre-
quently before this subcommittee, and we welcome the opportunity
to be here today in your important oversight hearings on the Com-
modity Futures Modernization Act of 2000.

ISDA is an international organization, and its more than 600
members include the world’s largest dealers in swaps and other off-
exchange derivatives transactions, or OTC derivatives. Our mem-
bership also includes businesses, financial institutions, govern-
mental entities, and other end-users that rely on OTC derivatives
to manage the financial, commodity market, credit, and other risks
inherent in their core economic activities.

Congress adopted the CFMA with broad bipartisan support after
careful consideration over several years by four congressional com-
mittees and with the support of members from the President’s
Working Group on Financial Markets. The CFMA sought to mod-
ernize the Commodity Exchange Act by providing regulatory relief
for the futures exchanges, by ensuring legal certainty for OTC de-
rivatives, and by removing the ban on single-stock futures trading.

ISDA’s principal interest in the CFMA is the legal certainty it
provides for OTC derivatives. Legal certainty means simply that
the parties to an OTC derivatives transaction are certain that their
contracts will be enforceable. The CFMA framework is based on a
long-standing consensus among Congress, the CFTC, and others
that OTC derivatives transactions are not appropriately regulated
as futures contracts.

Congress intended that the legal certainty provisions of the
CFMA reduce systemic risk and promote financial innovation. The
experience since enactment suggest that these objectives have been
achieved. The use of OTC derivatives to hedge interest rate, foreign
currency, and credit risks has increased substantially in the last 2
years as companies have used OTC derivatives to manage risks in
periods of economic downturn and uncertainty. As Federal Reserve
Chairman Alan Greenspan noted before the Senate Banking Com-
mittee last year, OTC derivatives ‘‘are a major contributor to the
flexibility and resiliency of our financial system.’’ ISDA believes
that the legal certainty provisions of the CFMA and the related
provisions of the Bankruptcy Code, adopted by Congress in 1990,
enhance the ability of market participants to deal with such events.

The legal certainty provisions of the CFMA have also fostered fi-
nancial innovation, encouraging dealers to develop and businesses
to use new OTC derivatives products to manage additional types of
risk. For example, credit default swaps have been used increasingly
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to manage credit risk. Similarly, businesses ranging from ski re-
sorts to beverage producers to farmers are using weather deriva-
tives to protect against the adverse effects of climate on their busi-
nesses. The CFMA also removed regulatory barriers to clearing of
OTC derivatives, which has become increasingly viable as a result.

For these reasons, ISDA shares the views expressed by CFTC
Chairman Newsome to this subcommittee earlier this month that
the CFMA was ‘‘the right legislation at the right time.’’ In this con-
nection, ISDA believes that the CFTC and Chairman Newsome in
particular, should be commended for the evenhanded manner in
which it has interpreted and administered the CFMA as well as for
its effective program of enforcement.

The last 21⁄2 years have been marked by many market stresses:
first and foremost, the economic downturn. There is no question
that OTC derivatives have enabled firms to deal with the downturn
in an effective manner, something made easier in light of the
CFMA. Other events, such as Enron’s bankruptcy and the Califor-
nia energy situation, have presented additional tests. Enron raised
serious concerns involving accounting practices, securities law dis-
closures, and corporate governance policies, which have been given
attention by policy makers, particularly through enactment of the
Sarbanes-Oxley Act. The CFTC and other regulators have con-
ducted intensive investigations and have initiated a broad range of
enforcement actions.

ISDA believes that had Enron complied with accounting and dis-
closure requirements, it could not have built the ‘‘house of cards’’
that eventually led to its downfall and that OTC derivatives did
not cause or materially contribute to Enron’s failure. Observers of
the California energy market have pointed to a multitude of factors
contributing to market disruption: the design of the California elec-
tricity market, the lack of adequate reserves, supply response rel-
ative to growing electricity demand, and possible manipulation of
the wholesale market for electricity. ISDA views any credible alle-
gations of ‘‘manipulation’’ as a serious matter worthy of investiga-
tion by appropriate authorities, and both FERC and the CFTC
have initiated enforcement actions arising out of the events in Cali-
fornia.

What is most important is to restore confidence in the energy
markets, and here steps are already underway in the private sec-
tor. These steps are detailed in a report that ISDA has published
on it, which is available on its website. Among many factors, we
identified the regulatory framework, as enhanced by the CFMA, as
one of the factors that was effective in countering the fallout from
marketing events. The CFMA has helped markets remain stable
and, more recently, rebound.

Let me conclude, Mr. Chairman, by observing that the CFMA
provided legal certainty and regulatory clarity for OTC derivatives
in a manner consistent with the long-standing policies of Congress
and the CFTC. The CFMA materially reduces systemic risk and en-
courages financial innovation. The recent economic downturn and
the manner in which the OTC derivatives markets functioned in
the collapse of Enron and the California energy market situation
have confirmed that the policy judgments Congress made in 2000
were sound then and remain so today.
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Thank you, Mr. Chairman.
[The prepared statement of Mr. Pickel appears at the conclusion

of the hearing.]
Mr. MORAN. Thank you very much, Mr. Pickel.
Our next witness is John G. Gaine, who is the president of the

Managed Funds Association. Welcome.

STATEMENT OF JOHN G. GAINE, PRESIDENT, MANAGED
FUNDS ASSOCIATION, WASHINGTON, DC

Mr. GAINE. Thank you, Mr. Chairman and members of the sub-
committee, for the opportunity to be here this morning.

I have submitted a detailed written statement, and I, with your
permission, would just highlight a few points of that and hopefully
the stop-blinking button won’t come on, and I will finish prior to
that.

Mr. MORAN. Mr. Gaine, you have my permission.
Mr. GAINE. Thank you very much, Mr. Chairman.MFA is a na-

tional trade association with approximately 700 members that rep-
resent the managed futures, hedge fund, and fund of funds indus-
try. Our membership is comprised primarily of CTAs and CPOs,
hedge funds, and fund of funds managers who manage a majority
of the estimated $600 billion invested in managed futures and
hedge fund investment vehicles worldwide. Of that $600 billion, a
significant portion is managed by firms that are registered as
CPOs and CTAs. Many of our members act as purchasers of future
industry services and thus are the indirect and direct beneficiaries
of market protection provisions of and rules promulgated under the
Commodity Exchange Act.

Many of our members are regulated by a host of other agencies
as well. The public offer and sale of interests in commodity funds
are subject to the Securities Act of 1933, the Securities Exchange
Act of 1934, as well as the State securities laws of all 50 States.
These are issues that we would think that we can address with
this subcommittee and other relevant committees of the Congress
and promote some efficiency of regulation with respect to them.
MFA also will be subject to all of the anti-money laundering re-
quirements of the USA PATRIOT Act when they become effective
in the very near future.

Over the past year, alternative investments, particularly hedge
funds, have received a great deal of attention by regulators, legisla-
tors, investors, and the media. Apart from our efforts in working
with the CFTC in recent years and new rule-makings, which I have
set forth in detail in my written comments, we have been working
closely with the SEC in its fact-finding mission covering the hedge
fund industry that began in May 2002. Last month, I had the op-
portunity to participate in the SEC’s ‘‘Roundtable on Hedge Funds’’
along with a number of other distinguished panelists, including
SEC and CFTC Commissioners and staff. The Roundtable was an
excellent opportunity for the hedge fund industry to debunk many
of the myths surrounding it, such as the notion that this segment
of the financial world is unregulated or lightly regulated. In fact,
over half of the managers of the world’s 100 largest hedge funds
are regulated by the MFA. Of those remaining, a significant num-
ber are registered investment advisors with the SEC. As was made
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clear at the Roundtable, hedge funds are subject to a host of regu-
latory requirements, including the anti-fraud and anti-manipula-
tion rules of the SEC and CFTC.

Sound regulation of this important segment of the sector of the
financial world managed futures; it provides many benefits to the
global marketplace. Hedge funds, as do commodity pools, seek to
provide investors with investment opportunities not highly cor-
related with traditional stock and bond investments. These vehicles
provide much needed liquidity to the commodity markets, particu-
larly agricultural markets, which serve to increase the efficiency of
the price discovery and hedging functions of these markets.

With respect to the implementation of the CFMA, which is the
main purpose of the hearing, let me just, in a broad summary con-
clusion, congratulate this subcommittee and the full committee for
adopting the CFMA over a number of years. I think implementa-
tion by Chairman Newsome and the CFTC could not be better.
They save the best until last, that is the CTAs and CPOs, but they
have done a great job, and we couldn’t be more praising of them
and of the oversight of this subcommittee. They have a number of
rule-makings. They have adopted one or two, and they have a num-
ber pending that will promote the efficiency of these marketplaces
ultimately for our investors, which will increase their returns yet
doing no harm to public policy.

And as I said, I have detailed the rules that are pending in my
written document. We strongly endorse these undertakings, and we
have one particular issue that we want to work with the CFTC and
perhaps with this subcommittee and your sister committees in the
Congress, and that is to coordinate regulation of public commodity
pools. Right now, there are horrendous, duplicative, inefficient,
costly barriers to entry to this industry by virtue of the bifurcated
jurisdiction between the CFTC and the SEC. I would hope that
Chairman Newsome will be able to sit down with Chairman Don-
aldson and with the support of both committees be able to iron that
out and make it more efficient.

And just in closing, I would like to share Mr. Damgard’s com-
ments that any time there can be developed practical, efficient,
competitive choices, the consumer or the investor wins out. And to
the extent that that can be done and furthered by the Commission,
that the Government has a role, I strongly support it.

And on that note, it hasn’t—oh, it started to blink. I am sorry.
I apologize, Mr. Chairman, but I am finished. Thank you.

[The prepared statement of Mr. Gaine appears at the conclusion
of the hearing.]

Mr. MORAN. Thank you very much, Mr. Gaine. One of my col-
leagues asked me this morning if the red lights only showed at this
direction, and I wasn’t certain of the answer to that question. We
are delighted to have your testimony, and it is very difficult for
anyone to summarize the knowledge of information that is con-
tained in the testimony in a matter of 5 minutes.

Our final witness is Mr. Daniel J. Roth, who is the president and
chief executive officer of the National Futures Association. Wel-
come.
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STATEMENT OF DANIEL J. ROTH, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, NATIONAL FUTURES ASSOCIATION, CHI-
CAGO, IL
Mr. ROTH. Thank you, Mr. Chairman. I will be the last panelist

to take a shot at the 5-minute mark here.
You noted in your opening comments that there are several new

members of the committee, and if I could, maybe I could just take
a second and explain NFA’s role in the futures industry.

Because as the industry-wide self-regulatory organization, we
really occupy a unique position in the futures industry. Like the ex-
changes, we are a self-regulatory organization, but unlike the ex-
changes, we don’t operate a marketplace. We don’t engage in any
commercial activity. Self-regulation isn’t part of what we do; it is
all that we do. We are a customer protection organization. Like FIA
and MFA and ISDA, we are a membership organization. Unlike
them, however, we are not a lobbying organization.

Our membership includes roughly 4,000 member firms. They in-
clude all of the firms that are registered under the Act as FCMs
and commodity pool operators and commodity trading advisors and
introducing brokers. Our membership also includes 50,000 account
executives that work for those member firms and that are subject
to our jurisdiction. We have been around for about 20 years, and
throughout that 20-year period, we have worked in very close part-
nership with the CFTC. And I am not sure that everybody is al-
ways aware of it, but over that 20-year period, while trading vol-
ume on the U.S. futures exchange has increased by over 400 per-
cent. During that same period of time, customer complaints filed
with the CFTC and with NFA have dropped by over 70 percent.
And I think that is a remarkable statistic, and it is a process that
we have been proud to be a part of.

The CFTC and NFA share the same goals. We want to provide
effective regulation, regulation that is effective in protecting cus-
tomers and in protecting the public’s confidence in our markets,
and efficient regulation that doesn’t impose undue barriers. And
the CFMA was a huge help to both the regulators and the industry
in achieving both of those goals in ensuring that regulation is both
effective and efficient. We have noted in our written testimony the
long list of accomplishments that the CFTC has had over the last
couple of years in implementing the CFMA. Along with all of the
other panelists, we would like to commend the Commission and
Chairman Newsome for their great leadership. They have really
moved dramatically toward core principles. They have reduced reg-
ulatory burdens. They have preserved and enhanced customer pro-
tection, and we think that their accomplishments have been signifi-
cant and noteworthy, and we certainly compliment them for that.

I wish I could sit here and tell you that the CFMA had solved
all of our regulatory problems, but clearly, no piece of legislation
can do that. And if I could, I would like to take a minute and talk
from our point of view about one customer protection issue that has
come up after the CFMA has been passed, and that has to do with
retail Forex transactions.

The CFMA tried to clear up the confusion about whether off-ex-
change foreign currency transactions offered to retail customers
would be subject to the Commodity Exchange Act. And the CFMA

VerDate 11-SEP-98 14:56 Jul 18, 2003 Jkt 088285 PO 00000 Frm 00050 Fmt 6601 Sfmt 6601 F:\DOCS\1088 HAGRI PsN: HAGRI



48

basically provided that if you were an otherwise regulated entity,
such as a broker-dealer, or an FCM, a bank, or an insurance com-
pany, you could participate. You could offer retail customers off-ex-
change foreign transactions outside of the regulatory provisions of
the Commodity Exchange Act. And the idea was that if you are an
otherwise regulated entity, well, then some regulator someplace is
looking at you and could monitor your activities and ensure that
customer protections were being provided. That is not exactly the
way it has worked out.

It hasn’t exactly worked out that way, because of some of the
language in the Act. The language in the Act focuses on
counterparty, and it provides that if the otherwise regulated entity
is a counterparty to the transaction, is a counterparty to the retail
Forex trade, then it is outside the regulatory provisions of the Com-
modity Exchange Act. Well, that leaves open the possibility that al-
though the regulated entity is the counterparty, the people actually
selling the products to the public, the people working the phones,
the people soliciting these retail customers might be completely un-
regulated. And that is exactly what has happened. We are aware
of instances in which hundreds of firms and individuals that are
completely unregulated are soliciting retail customers for off-ex-
change Forex transactions. And they are doing it outside of the reg-
ulatory provisions of the Commodity Exchange Act because of the
language of the statute.

I am aware that certain of those firms are actually firms that
have been subject to the anti-fraud actions and the regulated mar-
kets. They have been subject to NFA or CFTC fraud actions, and
they have left the regulated markets, and now they are occupying
this niche. This is not a good thing. It is not a good thing. We have
had a significant number of customer complaints, and we have
worked too long and too hard to see those complaints come down
to ever let them go back up.

We are working very closely with the CFTC and with the entire
industry. I want you to know what we have done about the prob-
lem. Our Board has recently passed a package of rules, creating a
category of retail Forex transaction merchants, retail Forex deal-
ers. And those rules provide that those Forex dealer members of
NFA will be held vicariously liable for any fraudulent solicitations
committed by any unregulated members that are soliciting on their
behalf—excuse me, on the unregulated entities soliciting on their
behalf.

Our rules also have other provisions regarding supervision and
handling of customer funds and so forth. We hope very much that
these provisions will address the problems that have been created
here. We will certainly keep you informed. I want to make sure, if
I didn’t mention it in my written testimony, that I note that FIA
was a huge help to NFA in drafting these rules, and we appreciate
their support. And if these rules don’t provide an adequate solution
to the problem, we will certainly come back and notify you of that
fact.

The red light is blinking, so I will just conclude by saying that
NFA also is very active in the SFP in getting single-stock futures.
We became recognized by the SEC as a limited-purpose national
securities association. We have been monitoring our members close-
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ly for compliance with the rules that we adopted, and thus far, we
have seen no customer complaints in that area. And that is some-
thing that we are gratified by.

And the last thing I would say is that there is not a member of
this panel that is a bigger believer in self-regulation than I am. I
have been a part of self-regulation for 20 years, and I think self-
regulation has served this industry enormously well. And I think
a big part of the success of self-regulation has been the Commis-
sion’s oversight of that process. There are certain conflicts of inter-
est inherent in the self-regulatory process, and the CFTC’s over-
sight and management of that process has been a key to our suc-
cess.

And I join John Damgard and others, I am sure, in welcoming
Mr. Newsome’s comments that he thinks it is appropriate to review
whether changes in the industry require any changes in the Com-
mission’s method of overseeing self-regulatory bodies. We think
that is an appropriate inquiry whether or not changes are nec-
essary or unnecessary. It is certainly appropriate to make the in-
quiry, and we are certainly going to do everything we can to sup-
port the chairman in that regard.

Mr. Chairman, thank you again. I missed the red light oppor-
tunity here. It is blinking, so I will conclude, and I will be happy
to answer any questions.

[The prepared statement of Mr. Roth appears at the conclusion
of the hearing.]

Mr. MORAN. Thank you very much, Mr. Roth.
Let me ask a few questions, initially, and see what other mem-

bers have to inquire of. Mr. Damgard, your testimony, one of the
things that caught my attention, although the vigorous rivalry that
you had hoped for, and you indicate that Congress had anticipated
putting a greater burden upon our level of anticipation knowledge
than yours, hadn’t materialized. And I am interested in why.

Mr. DAMGARD. Well, I think historically when the liquidity be-
longs to an exchange, it is very difficult for another exchange to
come in and make an effort to try to take the liquidity away from
that exchange. And so, for years, I think—I mean, for instance, the
Board of Trade and the Mercantile have very successful contracts,
but neither one has ever gone after the signature contract of the
other exchange. And I don’t think that there is anything mysteri-
ous about the decision. I don’t think it is because they didn’t like
each other. I think it was because they thought that it would be
awful difficult, once a successful contract has been developed, that
the success begets success. And obviously, in other industries like
the equity options world, the liquidity does not belong to the ex-
change. The liquidity belongs to the people who are involved in the
market, to the users of the market in the name of the clearing-
house. And in those instances, it is encouraged, new entries into
the market, because everyone has access to that same pool of li-
quidity.

Mr. MORAN. You relate a lot of what appear to be the transaction
costs of participating in the market to the cost of clearing. I have
never been able to get a good feel for what portion of the cost of
the transaction is related to clearing.
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Mr. DAMGARD. I think the Exchange is best to talk to that sub-
ject. I know that the Mercantile has an all-in charge for both the
transaction costs and the clearing costs, and until very recently,
the Board of Trade has had a transaction fee that differs from one
liquidity provider to another. And then an independent clearing-
house, the Board of Trade clearing corporation charges a specific
fee for clearing that trade. And perhaps they would be more accu-
rate in supplying you with those numbers.

Mr. MORAN. Let me ask you one more question, Mr. Damgard,
and then I will turn to the exchanges. In Mr. Duffy’s testimony, he
talks about what he believes are legitimate concerns with foreign
exchanges. And he has a list of items that he thinks are important
and apparently differential between a foreign exchange and a U.S.
exchange. Is that list—do you share those same kind of concerns?

Mr. DAMGARD. No, I don’t. I mean, I have not reviewed the list,
so I reserve the right to change my mind. But I think both Mr.
Duffy and I have had non-U.S. citizens on our board, and certainly
at least 20 percent of the volume coming to the U.S. exchanges
comes from foreign customers. Those foreign customers, I suspect,
are just as elusive in terms of the long arm of the CFTC, if, in fact,
they are found to be manipulating the market. But I don’t see
those concerns as concerns that we would be worried about. We are
very, I mean, interested in any new exchange coming to the United
States that meets the qualifications of the CFTC’s definition of a
contract market entering. Competition is very healthy, and I think
we need more of it in our markets.

Mr. MORAN. Well, Mr. Duffy, let me allow you the opportunity
to respond, but I assume that the integrity of the market is very
important to you as well as to Mr. Damgard. And just the entry
of a competitor without the opportunity for CFTC to ensure, as best
as a regulator can, the integrity of that market, that has got to be
troublesome.

Mr. DUFFY. Yes. Well, I would like to comment on a few things.
The Chicago Mercantile Exchange was built on competition. We be-
came the largest exchange in the United States. We are a public
company today. We were built on competition, so we welcome it.
Our concerns are very simple. We want to make certain that we
are competing on the same playing field as any of our competitors.
That is all we have ever asked. As John said, I have had conversa-
tions with him about this. That is all our concerns are is that the
competition is a level playing field.

When you have foreign ownership coming into this country,
which we have not had as a derivatives exchange yet, all we are
asking is there are certain issues that need to be looked at. And
we understand the Commission. We have great faith in the Com-
mission. We are certain they are going to do it, but that is really
how we feel about it: as long as the playing field is level.

Mr. MORAN. My time is expired.
Mr. Peterson.
Mr. PETERSON. Thank you, Mr. Chairman.
I want to zero in on these comments you made about the—well,

not directly with the COOL legislation, Mr. Duffy. But before we
get to that, would you describe the activities of the Exchange relat-
ed to the monitoring of the cattle markets during the recent finding
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that a cow from Canada was infected with BSE and then some re-
ports that some of the cattle around the same farm came into the
United States and so forth? Could you tell me what your involve-
ment was with that?

Mr. DUFFY. Well, we worked very closely, obviously, with the
CFTC when the Canadian ban was announced by the USDA so
that we protect the interest of all of the people that are involved
in our cattle complex. Obviously, this is a great concern not only
just to the Chicago Mercantile Exchange but to the industry and
the economy as a whole. When you have potentially—when you cut
off the supply of a foreign country on trade of a certain product,
it has to be done in a very expeditious way to make certain when
you turn that supply back on, if and when they are going to turn
it back on, I don’t know the answer to that, it is done in a most
prudent way. And we have markets, and we have regulatory peo-
ple. Again, I think I have said it in my testimony earlier, that the
Chicago Mercantile Exchange is committed to regulation as a self-
regulatory organization. And we just want to work closely with the
USDA and the CFTC to make certain that we are in complete com-
pliance.

Mr. PETERSON. I guess I didn’t pay much attention, but did it
have a significant effect on the futures market when this——

Mr. DUFFY. They are futures markets, so they can be influenced
by a number of contributing factors, but when the news came out
of the potential mad cow disease and with Canadian cattle being
affected, the market impact was negative, obviously. The market
went down.

Mr. PETERSON. How much?
Mr. DUFFY. It went down the permissible limit, which was 150

points, which has a dollar value of $600 per contract. It recovered
immediately the following day.

Mr. PETERSON. I am interested in your comments on this country
of origin labeling. I understand the concern because the cattle that
are being dropped right now are going to be subject to this law, if
it becomes law. I am curious as to—I hadn’t really thought about
the impact of all of this on your futures contracts, but is your con-
cern—I am a little unclear as to what difference it would make.
Are you saying that this law is actually going to effect the price of
American cattle versus Canadian cattle, for example?

Mr. DUFFY. I am not saying that. I am saying that we have con-
tract specifications that go into it, and people know what those con-
tract specifications are, the hedgers know the rules when they par-
ticipate in our markets. And if, in fact, when they make or take
delivery against our cattle contract, they have to know what those
specifications are and what is going to be involved, especially when
it comes to law and what cattle can or can not be delivered against
our contract. And we list contracts 12 months in advance on certain
products. Our cattle contract will be listed out 1 year. We are con-
cerned, because we don’t want to have a cattle contract out there
where we don’t know what the specifications are going to be
against delivery. So that is one of our biggest concerns.

Mr. PETERSON. Some of us have been talking about looking at
maybe introducing legislation to require a mandatory animal ID of
livestock in this country, not so much because of COOL but from
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a food safety point of view. I think, given what happened in Can-
ada here and the effect that it had even though there probably
wasn’t any impact to the United States, and it still isn’t over. I
think we have got some problems out there, but it just seems to
me it points out the danger we are in here. If we don’t have some
way to trace this stuff, terrorists could easily—I don’t know easily,
but they could potentially get hoof in mouth disease into this coun-
try. And it would cause us big problems if we weren’t able to trace
that back in a hurry and figure out where it came from. So do you
have any—have you looked at that issue at all?

Mr. DUFFY. No, I will make the comment that obviously we share
your concerns, as all Americans do. Again, the legislation that you
are talking about, I am not certain of exactly what it is, so for me
to comment——

Mr. PETERSON. Well, we haven’t introduced it yet.
Mr. DUFFY. Right.
Mr. PETERSON. We are just kind of talking about it.
Mr. DUFFY. So I would be interested to see how that progresses

and love to be—have the Chicago Mercantile Exchange participate
a little bit in that conversation. But again, I think that until we
see where it is going and see what the impact would be, it would
be difficult for me to comment on it. But I share your concerns, as
all other Americans, I am sure, do.

Mr. PETERSON. Thank you. Thank you, Mr. Chairman.
Mr. MORAN. I would recognize the gentleman from Texas, the

ranking member of the committee, Mr. Stenholm.
Mr. STENHOLM. A lot of talk about derivatives now in light of

Freddie Mac, and what have you. I would love a little general dis-
cussion from those of you that this is applicable to in the deriva-
tives market to reassure me that we have the liquidity, the margin
requirements if, and probably when, the interest rates begin to go
up again. I understand the beef market. Prices go up. Short sellers
have to cover. Talk to me a little bit about derivatives and if we
should suddenly get into an increasing interest rate increases that
we are going to be okay.

Mr. CAREY. I would like to say that really the discipline that is
in place today that has really, I think, contributed to the success
of the exchanges is as it relates to clearing, it is marked to the
market on a daily basis. And it is very transparent as to who owns
what and how it is going to be paid for. And there are very strict
rules. So the exchange discipline, which may differ somewhat from
the OTC discipline—I wouldn’t want to confuse what we do with
some off-exchange transactions that really suffered from
counterparty risk and weren’t subject to the same discipline that
we are on a daily basis. And I think that that is really the biggest
difference when we look at these markets together.

Mr. GAINE. With respect to—you know, I sit here on behalf of
funds, which are users of derivatives, both Mr. Carey’s and Mr.
Duffy’s and Mr. Pickel’s. Long-term capital management, which
you well remember in 1998, spawned a number of hearings. But
more importantly, it spawned a focus by all of the banking regu-
lators throughout the world, particularly domestically as well as
the Securities Exchange Commission and prompted a number of in-
dustry self-developed remedies. There was a counterparty risk
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management group of the dealers, co-chaired by Gerald Parrigan
and Steve Teak, which had tremendous recommendations and ef-
forts to collateral, market-to-market evaluation risk control. MFA
developed, for the hedge fund manager, and it is referenced in my
testimony, sound practices for hedge fund managers, which are in
the process of updating. But I think if you look at the world post-
long-term, you are going to see ten volumes of regulations and
guidance addressing the question of collateral, leverage, risk, et
cetera. And I think Mr. Pickel probably, since his organization is
responsible for one of the master contracts in this entire area, prob-
ably would have some very good insight on this subject as well.

Mr. PICKEL. Yes, I think that is right. I mean, the OTC world
is based on this bilateral relationship. And it is very much credit-
sensitive, so the participants, the users of those types of contracts
have very sophisticated methods of analyzing credit, having credit
exposures. What I think—so that they will be able to manage that
credit risk.

They have also increasingly used collateral. We do an annual
margin survey. We call it a survey of the use of collateral in the
OTC derivatives world. And we have seen increasing numbers of
parties use collateral in their relationships and an increasing vol-
ume of collateral used in that relationship, which I think is there
to provide some additional cushion in addition to that credit analy-
sis that is done. I think that it is important to keep in mind with
the GSEs that their ability to use derivatives has been critical to
their success in delivering products that are useful to all Ameri-
cans: rate locks on mortgages, the ability to so easily refinance, and
also things like variable rate mortgages. It is important to have
those tools available to the GSEs, and they have been very success-
ful users of those.

Mr. STENHOLM. I guess one of the reasons for my question; I re-
member the S&L situation that happened in Texas. And I can see
the broad makings of a similar type of scenario unless we have the
market-to-market, the margin, the collateral, and all of the things
in place to cover that. And I guess what you are telling me is that
you believe that in your respective associations and your respective
fields, you believe that it is adequate today.

Mr. GAINE. I believe it is. I think post-long-term is—I mean, I
am not that familiar with the inner workings of Freddie Mac. But
the role of derivatives, as Mr. Pickel was suggesting, the Control-
ler’s Office, the overseer of the national banks, just last week it
was the Deputy Controller of the General Council said that they
urge their banks to use derivatives to control the risk. So there is
a risk-reducing role here for derivatives every bit as much as there
is a speculative. My people generally would use it on the specula-
tive, whereas others might use it more for risk control. But I think
the world has changed dramatically since 1998, and——

Mr. DAMGARD. I would just say, Mr. Stenholm, that the collective
deep pockets of the clearing member firms really protects the ex-
changes. I may be a customer of the Board of Trade, but I access
the Board of Trade through a clearing member, and that clearing
member belongs to the clearinghouse. And the clearinghouse takes
the opposite side of the trade, and the record has been really quite
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spectacular, so I would agree with Mr. Carey that the exchange
traded products are extremely safe.

Mr. DUFFY. If I could comment on that again for one more sec-
ond, Mr. Chairman, because I think it is an important thing to
note. At the Chicago Mercantile Exchange, in the 105-year history,
we have had a zero default. We have never had a customer lose
money because of a default. Our clearinghouse, as Charlie men-
tioned, is market to market. We do it twice a day that the market
volatilities are such we can do it on an hourly basis. So it is basi-
cally a zero sum game. This is exactly the way it is supposed to
be. We think it is the most appropriate way for us to manage risk.

And I think when you look at our Eurodollar contract, which was
originally a liabilities and asset managers’ contract, it still is today,
it is the largest contract in the world. Also, if you look in that con-
tract, you will see a lot of refinance people in that contract putting
their business on exchange because of the market-to-market and
the security of central counterparty claim risk.

Mr. CAREY. Just one final comment. Derivatives tend to get la-
beled and grouped. And I think that this particular issue that we
are referring to is more about accounting rules, more about man-
agement, and I don’t think derivatives, whether on-exchange or off-
exchange, should be labeled in one fashion or another. It is really
about the management and the accounting and the transparency of
the bookkeeping outside of our environment. It is not just deriva-
tives that are bad or good.

Mr. PICKEL. I think you are certainly right to look at the S&L
situation as precedent because of the mismatch between the asset
base and the liability base of the S&L’s. I think that they were not
as extensive users of derivatives at that time, because it was an
earlier stage in the development of the product. I think you see
with the GSEs they are very actively managing that asset and li-
ability base. And I know that with Fannie Mae there was concern
when their matching—there was a 6-month lag in their matching
up of the underlings with the derivatives, but they have reduced
that. So there is that focus on matching up the underlying expo-
sure with the hedging that they used derivatives for to address
that asset base.

Mr. MORAN. Mr. Etheridge is next. We do have two votes. I an-
ticipate coming back and allowing any Members who have ques-
tions. Mr. Etheridge, if you can come back, we will save your ques-
tion, because it doesn’t appear to me that there are quick answers,
unless you anticipate a different response.

Mr. ETHERIDGE. I think mine will be in a little different direction
and would be pretty quick.

Mr. MORAN. Okay.
Mr. ETHERIDGE. Thank you, Mr. Chairman. Thank you for hold-

ing this hearing. Thank you, gentlemen, for being here. And I am
pleased to hear that implementation of CFMA has progressed
smoothly. And while I appreciate the support, the growth of trad-
ing and single swaps, energy futures, and all of the financial
pieces, it seems to me we have got to start in agriculture. And let
me go back to that, if I may.

Mr. Carey, in your testimony, you talked about your concerns
about foreign owners and exchange seeking to establish themselves
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here in the United States and the trading products here. Let me
ask you, if another exchange does set up here, do you expect they
will be offering futures and options for U.S. agricultural products
or would their coming to America really help the American farmer?

Mr. CAREY. Well, I am not sure of their plans. I have only heard
various reports that they may offer agricultural futures, agricul-
tural products. And as far as—our position is concerned, as I said
in my remarks, there are issues. The issues that have to be ex-
plored are the integrity of the marketplace, the customer protec-
tions, and national interests. And from that standpoint, we are
very confident that the CFTC will carefully and fully review these.

Mr. ETHERIDGE. Well, I guess my question is would it help or
would it not help the American farmer?

Mr. CAREY. Would it help?
Mr. ETHERIDGE. Yes or no? I mean in your estimation.
Mr. CAREY. I don’t think it would.
Mr. ETHERIDGE. You don’t think it would? Okay. Then if it would

not, let me just raise the issue of what is the point of them coming
here? I understand that they want to come and to trade in U.S. fi-
nancial and the stock futures and options because that is where the
volume is, and obviously, that is where the profit is. But if they are
not interested in trading in contracts for farmers that farmers can
take advantage of, which is what the market is about, then we are
talking about an agricultural issue that has really turned into a
total financial issue, if that is what I am hearing. Is that correct?

Mr. CAREY. Is it a total—I don’t know that it can be character-
ized as a total financial issue, because we don’t know what their
plans are; a lot of it is hypothetical, if they were to list these prod-
ucts and what effect would it have. So from where I am sitting, we
are talking about the CFMA and its effect on all of the markets.

Mr. ETHERIDGE. Okay. So the answer is you don’t know?
Mr. CAREY. That is correct.
Mr. DAMGARD. When I sat here in 1974, virtually all futures con-

tracts were based on agricultural commodities, and I was the Dep-
uty Assistant Secretary of the Agriculture Department and have
great sense of pride in this Act. And we believe that opponents of
the jurisdiction use this argument all of the time, that I guess the
markets are more financial now. But the institutional knowledge of
how this Act has progressed resides with this committee. And we
do not know whether they are going to come and offer agricultural
products or not. They have not said anything about their plans.
They have talked about getting into the equity options business,
and they have announced that their intention is to also trade prod-
ucts that are currently traded exclusively either at the Chicago
Board of Trade or the Chicago Mercantile Exchange.

Our belief is that competition improves the product. And we be-
lieve that if they come here and their system is a good system, they
may very well offer electronically traded products. And if they do,
we presume that the Chicago Board of Trade will respond in a very
competitive way to make sure that they are not outdone in the
marketplace. But the direct answer to your question is yes, agri-
culture commodities are not as prominent as they used to be in the
big picture, but they have still grown dramatically. I mean, of the
400 percent increase in the volume in the market since I have been
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around, most of it has been in the financials, but it is because the
financial community, who realized how well these instruments
have worked from the agricultural community. So we are very
much interested in making sure that the markets are responsive
to the agricultural needs of the American farmer and rancher.

Mr. MORAN. Mr. Damgard, you can conclude.
Mr. ETHERIDGE. Thank you.
Mr. MORAN. I don’t know whether Mr. Etheridge can return. I

am hoping that you will all be here. We will be back in about 10
or 15 minutes, and the committee will stand in recess until that
time. I am sorry, Mr. Larsen.

[Recess.]
Mr. MORAN. We will return to order, and I appreciate Mr.

Larsen’s return, and he does have questions. And I recognize the
gentleman from Washington.

Mr. LARSEN. Thank you, Mr. Chairman, and thank you for hold-
ing this follow-up hearing to our June 5 hearing.

My first set of questions are for Mr. Wolkoff and Mr. Pickel.
First off, I would appreciate the entire panel taking time out of

what is obviously a very busy life that you lead. I am learning a
lot about the commodity futures market being on this committee,
and I didn’t think I would, not that I didn’t think we covered that,
but there are a lot of other things going on in agriculture as well.

But there is an old line from the show ‘‘M*A*S*H’’ where B.J.
Honnicut and Hawkeye are talking to each other, about Colonel
Potter. And they are talking about doing something for him and
they want to kind of be careful about the word getting out, becasue
they say when Colonel Potter sees two flies talking he knows they
are talking about a horse. So when you talk to somebody who is
from Washington State and they are going to ask a question with
regard to commodity futures market, you probably know they are
going to ask about energy. And so that is why I have questions for
Mr. Wolkoff and Mr. Pickel at first. And this gets back to one of
Chairman Newsome’s comments from June 5. And at the sub-
committee hearing, Chairman Newsome said he believed that it
may be appropriate to require that some traders in the OTC energy
derivatives market be required to register with the CFTC and to
keep records with regard to those transactions. And as you follow-
up in the future, this is on page 44 of the transcript from the last
hearing, if you need to get some clarification later on. But I want
to know what your reaction is to that idea and what benefits or
problems do you foresee arising from such a system. Mr. Wolkoff.

Mr. WOLKOFF. Not being familiar with the comment, did you say
it was traders or brokers that——

Mr. LARSEN. Let me read you the transcript.
This is in response to some questions from Mr. Pomeroy. This is

Mr. Newsome:
As you know, the market was evolving. There are no complaints, so therefore no

reason for us to really look into it. I think as we may have worked in our investiga-
tions, and I think there are some things that we should look at. And this went into
Mr. Larsen’s question of some kind of notice registering.

I was asking about the Senate legislation,
So that we just know who the participants are in the marketplace, making sure

that they are required to keep good records so that if we do have to come in, we
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are guaranteed that there is going to be something there for us to look at. I know
those kinds of things could be helpful to us,

that is CFTC,
with our after the fact regulatory scheme.

So that is the transcript.
Mr. WOLKOFF. Really, I am not familiar with the whole concept

and would certainly not be in favor of some very broad scale reg-
istration requirement for individuals working at companies. I guess
the one difference between the energy world and, say, my col-
leagues in the financial world is that the energy world is relatively
finite. The companies that are involved in the over-the-counter
market are generally no different from the companies that are in-
volved in the futures markets. Their transactions might occur on
the intercontinental exchange, which is not regulated, but still
maintains records of trades. They might occur on NYMEX. They
might occur on the International Petroleum Exchange. I think
there is no shortage of understanding exactly who is in the market.
I think sometimes the issue might be what are they doing and why
are they doing it or in the past for look-back, it is what did they
do and why did they do it.

So I think from our perspective, what we have found with respect
to registration is that given the NYMEX’s venture into clearing
transactions that were executed not on our exchange but in gen-
erally the over-the-counter markets, we have been responsible for
securing the registration of a large number of voice brokers, which
is a huge part of the bilateral market in energy. And so one of the
unintended consequences of us doing this is that now there is a
much better handle on those intermediaries who are bringing
transaction participants together. Their record keeping has been
enhanced. There has been a great deal of transparency that didn’t
exist previously that now exists simply because the transactions
have found their way to a regulated exchange. And to date, in the
1 year that that has been available, the service has cleared ap-
proximately 3 million contracts. So it has become very effective. It
has brought a lot of the exchange oversight and discipline into the
process. And I think it has made the look-back into what happened
easier and not more difficult.

I hope that is somewhat responsive, if not precisely responsive,
to your question.

Mr. LARSEN. Sure.
Mr. PICKEL. I think what Chairman Newsome may have been

talking about are the different kinds of, in effect, marketplaces that
might be created. And I think one of the innovations of the CFMA
was to have these different levels at which people might be able to
have an exchange or have some kind of one to many type of ar-
rangement, which is what Enron online was where it was one party
that you are always contracting with Enron. But you were, through
that electronic interface, dealing with many different—Enron was
dealing with many different entities. So there may be those types
of situations where that something more akin to an exchange
where that type of reporting makes sense.

If you step back and look at, again, the area that we focus on,
the bilateral relationship, we really are talking about two parties
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contracting. They have their own needs and interests in entering
into that relationship. They have their own information that they
want to provide and information that they will want to seek from
that counterparty. Keeping that information, updating it periodi-
cally, all of that exists as a result of the fundamental credit rela-
tionship that is created there. And so parties do, I think, have fair-
ly extensive procedures for collecting that information, but I don’t
see a particular need to make that automatically available. I sus-
pect it could be obtained if there was an issue of manipulation that
might have occurred.

Mr. LARSEN. Any other panel members?
Mr. Chairman, I see my 5 minutes are up, but——
Mr. MORAN. You may continue, Mr. Larsen.
Mr. LARSEN. Thank you.
This set of questions is for, first really, Mr. Duffy and then Mr.

Damgard and perhaps Mr. Carey as well. And this gets into the
discussion about foreign ownership, creating a level playing field.
And my question is this. If the future of the futures market has
a publicly held exchange, mutually held exchanges, and then this
other entity, foreign-owned exchange, and we are seeking to—and
it is an appropriate public policy response to ensure that if there
is a foreign—or that there should be a public policy response to a
foreign-owned exchange in the U.S., have you all thought through
what that might mean in terms of changes in regulatory ap-
proaches?

Specifically, Mr. Duffy, you were talking about essentially creat-
ing a level playing field, you used the term platform, I think, but
creating a level playing field. Is regulating, short of saying you
can’t come into the market at all, regulating a foreign-owned ex-
change in some respects, does that squeeze the balloon in one part
of the industry so that there are other—it has an impact on other
parts in your industry that are going to call for regulations so that
we do have that level playing field that you are looking for? Have
you thought through what the regulatory implications are of the
comments you have made about on the level playing field?

Mr. DUFFY. Well, I think that the CFMA has definitely been very
helpful. We have all given testimony here earlier. So that is some-
thing that has leveled it and made us be more competitive, and we
appreciate that. As far as a level playing field goes, my comments
were that competition is something that the Chicago Mercantile
Exchange was built on. So we don’t have issues whether the com-
petition comes domestically or internationally. All we are asking is
that when it comes from international competition, there may be
certain things that are not required to have happen by domestic in-
stitutions. So we are asking that it just—again, I can say it again.
As long as it is a level playing field, we are more than willing to
compete.

Mr. LARSEN. Does that mean if we can’t—again, I am speaking
from a point of learning about this market. Does that mean if a for-
eign-owned exchange comes into this market and as a result of
being foreign-owned that we don’t have the authority to regulate it
in some respects because it is foreign-owned that we should remove
those aspects of regulation from the domestically-owned exchanges
or——
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Mr. DUFFY. No, we are not asking for anything different as far
as regulation goes in our businesses today that would in any way
change the CFMA at today’s present time. I don’t think it would
affect any other parts of our business with competition, whether it
is foreign or domestic. So that is not the concern. The concern
again is just where is this money coming from, who are the people
that own this institution. When we talk about EUREX, it is owned
by Deutsche and Borse which is also a publicly traded company,
similar to us. We are a publicly traded company.

So we just want to make certain that we know that all of the risk
management tools are in place for the safeguards of the U.S. cus-
tomers and the competition is level.

Mr. LARSEN. All right. Mr. Damgard.
Mr. DAMGARD. As I understand it, and I don’t want to become

an apologist for all of the international exchanges, but one of the
reasons why I think they are coming to the United States instead
of just soliciting business for their German exchange is because the
field isn’t exactly level. There are tax benefits for U.S. customers
who trade on a U.S. exchange. So I have no knowledge of whether
or not the Mercantile or the Board of Trade have ever attempted
to create exchanges outside the United States. My sense is that
they have been very successful in attracting business from all over
the world without the necessity of creating exchanges outside of the
United States.

But as Terry mentioned, EUREX, I think, is 94 percent publicly
owned, and it is largely owned by both British and U.S. financial
institutions. It is my understanding that they are coming here and
registering as a U.S. exchange and meeting all of the criteria that
the CFTC sets down for U.S. exchanges. So they won’t be a foreign
exchange; they will be a domestic exchange. And our belief is that,
I mean I have been here long enough to watch Credit Suisse ac-
quire First Boston and UVS bought Paine-Weber and clearly a lot
of activity comes from firms like Barkley’s and other large inter-
national banks. Most of the Japanese brokerage firms have joined
the FIA, so I am not so concerned about the fact that there is for-
eign involvement in our markets. In fact, I think that is probably
good, and I think we lead the way in terms of sort of cross-border
business. And the SEC, in a way, has a lot to learn from the CFTC
with respect to making sure that cross-border business can be done
more seamlessly.

Mr. LARSEN. Mr. Carey.
Mr. CAREY. Yes, just one remark. Whether it is foreign-owned or

foreign-controlled, we have one specific concern and that is that the
market integrity not be compromised. And I believe the CFTC is
capable of working through these issues.

Mr. LARSEN. Mr. Chairman, thank you. That exhausts my ques-
tions, and I want to thank the panel members for taking time out
today. And thank you, as well, for helping to educate a novice on
this issue. I do appreciate that.

Mr. MORAN. Thank you.
The Chair would recognize the gentleman from Michigan, Mr.

Smith.
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Mr. SMITH. Mr. Chairman, thank you very much. And gentlemen,
thank you for sharing your time and still have time for lunch, I
think.

Although the Commodity Futures Modernization Act probably
has influenced mostly non-agricultural trade and the expansion of
that trade, as a farmer and inasmuch as the Agriculture Commit-
tee oversees the total trade, I am interested in hedging and future
trading, particularly as it might apply to agriculture. And this com-
mittee, also under the chairmanship of Mr. Moran, also has the
risk aspects for agriculture.

So maybe a question to Mr. Carey and Mr. Duffy and Mr.
Damgard relating to possible changes that might better accommo-
date agricultural hedging. With some of my small farmers, one con-
sideration might be special exceptions if they are a proven farmer
and if they are hedging based on their agricultural production in
a particular commodity, would it be possible to have a smaller
trade than 5,000 bushels? How might we accommodate that and
whether it is passing a law to do it or is there some way that the
Chicago Board of Trade might accommodate that smaller trade?

And the other question, of course, is the margins for a true
hedge, which are now a little lower, but could we accommodate and
encourage a better risk management and better participation by
farmers with maybe lower margins if it is a true hedge, if they
have got an agricultural farm, if they have proven their yields and
acreage with the U.S. Department of Agriculture for a smaller
area?

And then my third question, for whoever might want to react to
it, is is there a possibility they could be enough trade for the mar-
ket to justify expanding hedging on some of the products that are
inputs for agriculture, and I am—such as the nitrogen, phosphorus,
and potash? Now we can relate, as I understand it, and help me
understand it a little bit, now we can relate a little bit to nitrogen
fertilizer based on natural gas hedging, which is, I suspect, some-
what directly related, but maybe getting your reactions and
thoughts on how we might help farmers.

Mr. Carey.
Mr. CAREY. Well, on the first question, the Board of Trade al-

ready has a smaller contract. We call them mini ags; it is 1,000-
bushel contract for soybeans, corn, and wheat. And it was as part
of us absorbing the Mid-America Commodity Exchange.

Mr. SMITH. How long has that been going?
Mr. CAREY. Well, when I first started trading in 1976, there was

the Mid-America Commodity Exchange, formerly the Open Board
of Trade. The Chicago Board of Trade absorbed them somewhere
around 1985. And we currently have a list of product of 1,000-bush-
el contracts, which are available at open auction in the same room
that the large contracts are traded. So they are available today.

Mr. SMITH. And so brokers normally don’t handle it, but they
would if the farmer asked him to?

Mr. CAREY. Well, it is available, absolutely. And there were some
farms that specialized in that particular area. On the fertilizer and
some other components that perhaps people would like price pro-
tection, the Exchange tried approximately 10 years ago to list
diamonium phosphate and another fertilizer contract, but we
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weren’t able to build critical mass to the point where you could cre-
ate a liquid market. And if they are not liquid, then you lose the
participants.

Mr. SMITH. By liquid, you mean no hedgers and no speculators
to make it legitimate?

Mr. CAREY. I mean broad-based participants so that there is a
medium to the bid and offer and there is a depth of the market
that is provided. And what creates that magic formula is something
that we are always exploring to find new products to bring to peo-
ple.

Mr. SMITH. Mr. Duffy, any comments?
Mr. DUFFY. You know what, I am just going to add a little bit

to the fertilizer thing, because I think that I agree with what Char-
lie has said, but I also believe that business and industries change,
and this is no exception. The fertilizer industry Charlie referred to
10 years ago is changed dramatically today.

There are a couple issues with the nitrogen in the fertilizer and
issues like that. That is in how we deliver the contract as a phys-
ically delivered product and the liabilities that are associated
alongside with it or do you want to have it a cash-settled contract.
Personally, a cash-settled contract makes complete sense and takes
some of the liability out of the delivery process of the contract. But
I have actually talked with people on this issue, and they feel that
the only way a contract could be successful would be to make it a
physically delivered product. So to be honest with you, Congress-
man, we are working through some issues. I have looked into this
very recently, and I hope to, again, put more work into it and see
if we can come up with something at the Chicago Mercantile Ex-
change.

Mr. SMIT. So let me close that loop. What does that mean, look-
ing into it?

Mr. DUFFY. Well, I don’t want to sit here and tell you that I am
going to launch a nitrogen contract tomorrow, but we always ex-
plore new products, and that is something that—innovation is what
the Chicago Mercantile Exchange is all about. So we constantly
look to bring new product to market to benefit the consumer, bene-
fit the hedger, and obviously in doing that, we benefit the Chicago
Mercantile Exchange. And so these are products that we are look-
ing to launch, and this is one that is on our—right now that we
are working on.

Mr. SMITH. Great. I think it would be a great help to farmers.
And Mr. Damgard, maybe expanding your remarks, if you can

just—because my time is up, but also the cash market versus deliv-
ery and taking delivery, my experience as a farmer is that I can’t
do it. Of course, I am in Michigan, and Toledo is somewhat more
removed now. But taking delivery in Chicago, they wanted to
charge me, and I don’t even know who ‘‘they’’ are, but just an enor-
mous amount per day per bushel so that you can’t take delivery
unless you have a fleet of trucks or barges or something waiting
to put it on your order ship. So I am a little concerned about if it
is going to too much of a cash market that it does leave more flexi-
bility than there should be in terms of the contracts representing
the true market.
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Mr. DAMGARD. Well, I share your frustrations. My farms are
within about 30 miles of the Illinois River, so I have pretty easy
delivery to the delivery points. But by the same token, the way
these markets work, and the way they have really assisted the
farmer is not necessarily directly to the farmer. My transactions
are almost all exclusively with my grain elevator, and I can shop
price either by the unit trains going down to New Orleans or with
the barge traffic, depending on the level of the river. And it is the
futures contract at the Board of Trade that allows that grain eleva-
tor to quote me a price. And so while I am large enough to partici-
pate myself, and I am also a hog grower, so I feather Terry’s nest
at the same time, who trades hogs at the Mercantile. Basically, the
small farmer who looks to the grain elevator for his price protection
and his risk management, and it has been my frustration that we
haven’t done a better job as an industry in allowing these products
to be available to the retail customer.

My sense is that the USDA is now much more involved in the
education than they ever were before. And there have been some
pilot programs with respect to using options, but my sense is that
the industry needs to continue to work. And yet, as Charlie men-
tioned, there are constraints on whether or not these contracts can
be listed if there is not enough business to justify the profitability
of that contract.

Mr. SMITH. Yes. Mr. Chairman, thank you very much.
In terms of the nitrogen or possible other chemical inputs or

other fertilizers, that is one of the problems. Right now, you con-
tracted ahead, but the suppliers and brokers for these that sell it
to the farmers guess so high on what they will sell it to you a year
from now, because they just don’t want to make the mistake that
they are selling it too cheap. So the problem is that you can’t for-
ward contract on a lot of the inputs, because they protect them-
selves with just a very high price as far as the contract require-
ments.

Mr. Chairman, thank you very much.
Mr. MORAN. Thank you, Mr. Vice Chairman.
The gentleman from Georgia, Mr. Burns.
Mr. BURNS. Thank you, Mr. Chairman. I would like to thank the

panel for their input today. I apologize for being in and out as the
day gets hectic around here. But it is good to have you here and
sharing with us your expertise.I want to address standardization,
an industry-wide, maybe, perhaps, attempts or the desire to move
toward some standard protocols, some standardization of products
or offerings. Perhaps, Mr. Duffy, if you could, what is your perspec-
tive on the issue from the industry perspective?

Mr. DUFFY. On standardization, as referring to what?
Mr. BURNS. As refers to common trading of products. It is inter-

esting that, perhaps, the Chicago Exchange is more noted for cattle
or Eurodollars or other exchanges noted for energy. Do you see
yourself engaging in products and then standardizing the commu-
nication protocols between the exchanges? Are there any antitrust
concerns there?

Mr. DUFFY. No, sir. I don’t believe that is the case at all. I mean,
as I said a moment ago, innovation is part of the hallmark of our
exchange, and we constantly look to innovate product and bring
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product to market. So when you become successful in a product, ob-
viously you want to market it and do whatever you can.

Liquidity is something that is essential to make these products
function. And we have liquidity in certain products, and we have
expertise in certain products, so that is the reason we trade them.
Now we have competition throughout all of our products with over-
the-counter that replicate the same as on-exchange trading. So and
you look at the Chicago Board of Trade, they also have a Euro-
dollar contract. We have a Eurodollar contract. They have agricul-
tural products that we trade, hogs and cattle. They trade them. So
we don’t believe there are any antitrust issues whatsoever.

We have fair and open competition. We don’t have any exclusive
to trade of these products with the exception of one, and that is
what we have with the Standard Employers 500, with the McGraw
Hill. Otherwise, all of our products can be traded by any other ex-
change and listed. Now should we be penalized because we have
done a good job marketing products and built liquidity? I don’t be-
lieve that is what they American way is all about. We have just
done a better job than other exchanges. They do have our products.
They are listed over-the-counter, and they do trade.

Mr. BURNS. So there is not an issue of proprietary products, per
se?

Mr. DUFFY. No.
Mr. BURNS. Okay. As you look at the communications protocols,

just the technology associated with it, can you give me a quick syn-
opsis of where you are there and where the industry is moving,
perhaps, Mr. Damgard?

Mr. DAMGARD. I am certainly not a technology expert, but I will
say that the industry, particularly the firms going back to your
first question, would very much welcome standardization in terms
of accessing all of these markets. One of the concerns that I have
had is that our members have, over the past 15 years, been more
likely to put their top people in London, because they can take cus-
tomer orders out of London and place those on exchanges all over
the world with less regulatory interference. Now that really is not
a CFTC problem. That is a problem that relates to whether or not
the capitalization of the markets outside of the United States
meets the test of the SEC. And these are things that I think they
are working through right now.

But the exchanges have a different definition of competition than
the firms. The firms offer exactly the same service to the very same
customer base on identical products, but once they have that order
from the customer, they have one place to take that order, and that
is to a specific exchange. Exchanges will argue, and I think quite
successfully, that there are other kinds of ways in which to manage
risk besides going to the Eurodollar pit at the Mercantile or the
bond pit at the Chicago Board of Trade. But we believe that the
answer to an awful lot of the deficiencies lies in competition and
not Government mandate.

Mr. BURNS. Thank you.
Thank you, Mr. Chairman.
Mr. MORAN. Mr. Burns, thank you.
Kind of a round of questions from me for Mr. Gaine and Mr.

Roth. So-called hedge funds and their regulatory exemptions, they
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have been receiving a little bit of attention in recent days, and
what role does the CFTC play in regard to these so-called hedge
funds? And are these investments receiving the appropriate regu-
latory scrutiny that you believe they should?

Mr. ROTH. Mr. Chairman, I can respond in this way. The com-
modity pool operators are required to be registered under the Com-
modity Exchange Act, and there are over 1,000 CPO members that
are registered with the CFTC and that are members of NFA. If
there is a fund, which intends to trade futures contracts, it is cur-
rently required to be registered as a commodity pool operator. And
therefore, many hedge funds are registered as CPOs.

There was a survey recently, and I think roughly 17 or 18 out
of the top 25 hedge fund complexes have an affiliate that is a mem-
ber of NFA and subject to NFA and CFTC regulation. I think it is
55 out of the top 100. So there is a considerable portion of the
hedge fund community, which is subject to regulation by CFTC and
NFA. I could tell you that over the years, CPOs in general, includ-
ing hedge funds, CPOs and CTAs, constitute about 60 percent of
our membership. They have accounted for roughly 2 percent of our
customer complaints. So it has been an area, which has been per-
vasively regulated, but relatively problem-free for us. And we
would certainly work with the CFTC to ensure that that remains
the case.

The Commission has a number of proposals out right now, which
would grant further exemptions from registration under certain cir-
cumstances based on the nature of the clientele or other facts. And
certainly NFA has been supportive of those exemption requests. We
sponsored one of them, but we don’t think any of those exemption
requests that the Commission is considering would, in any way,
undermine the customer protection regulation of the commodity
pools and commodity trading advisors generally.

Mr. GAINE. Yes, Mr. Chairman. Hedge funds, despite what you
might read in the press, have not been, nor are they available, to
retail customers. There is a very limited investor base of persons
who can invest in hedge. They are either sophisticate investors, as
defined by the SEC, or they are qualified purchasers, as defined by
statute. A qualified purchaser for an individual is an individual
who has $5 million in investments. A credit investor is an individ-
ual who has $200,000 of annual income for last year and this year
or a net worth of $1 million.

As you know, the SEC is conducting an exhaustive study, and
has been for over a year, of the hedge fund industry. And they had
a Roundtable on May 14 and 15 at which Mr. Roth’s conclusions
about the absence of fraud basically in this hedge fund industry
was pretty well established in terms of the number of funds, the
amount of money under management, and the isolated, sporadic,
problem areas. To answer your question specifically, I think they
are appropriately regulated now, as I said in my testimony. They
are subject to a barrage of anti-manipulation, antifraud statutes
and various reporting requirements. They are subject to the PA-
TRIOT Act and filing a notice requirement.

I think one thing that might be rethought is the $200,000 and
the $1 million net worth requirement, which were set in 1982, and
there is a feeling, which I don’t find to be unreasonable, that $1
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in 1982 is not quite the same as $1 in 2003. But I think the tradi-
tional hedge fund industry, with its limited pool of investors and
its wide range of flexibility in trading has performed extremely
well, particularly over recent years. And I think the degree of regu-
lation is appropriate.

Mr. MORAN. The trend seems to me to be that we are determin-
ing levels of sophistication and basing a regulatory scheme based
upon that sophistication. Is that the consensus of the industry that
that is appropriate?

Mr. GAINE. Absolutely. That was, I think, the underpinning of
the CFMA to match the level of regulation to the type of product
and the type of investor. And I think that that is what Congress
did in 3C7 and in private offerings and what the SEC has enforced
very effectively, I think, through the years, you know. Someone
said at a panel I was on 2 days ago in Chicago, and he is a very
knowledgeable attorney. Of course he works for hedge funds, so he
comes with objectivity. He said, ‘‘I feel like I am on Jeopardy.’’ And
someone says, ‘‘Hedge fund managers have to register as invest-
ment advisors.’’ And he said, ‘‘What is the question?’’ ‘‘I don’t know
what the question is.’’ We don’t know what the question is, but that
seems to be an answer that everyone throws around. And I don’t
like to take a solution searching for the problem. But I honestly
feel after the 2 days and the other data and information that has
been developed that no significant cases were made for any in-
creased regulation, other than, as I said, this rather reasonable
concept that $1 in 1982 might be different than $1 in 2003.

Mr. MORAN. Mr. Wolkoff, in our discussions with Chairman
Newsome several weeks ago, we talked a lot. This subcommittee
had a lot of interest in California, Enron, energy events that oc-
curred in our economy. I think that the chairman’s point was that
they have taken appropriate steps post the discovery of these prob-
lems as far as investigation and potential prosecution. I think the
point was also made that no one would have seen this coming in
advance of that. And do you think that is true that there were not
signs that steps should have been taken? And if it is true, is there
something more that we need when it comes to—you know, we
moved in the direction of fraud and abuse in this area. I am not
sure that your testimony would say that that is the standard that
ought to be applied. And I just want to flush that out with you, if
I could.

Mr. WOLKOFF. From what is known about both California and
Enron, and although there are some intertwinings of the two, they
are separate issues and separate events. In my belief, I think the
vast majority of the problem areas don’t stem from Commodity Ex-
change Act regulation or matters particularly under that jurisdic-
tion. It appears, in the case of California, certainly that what start-
ed out started as a bad idea. It was foreseen specifically by us. We
testified at a number of places, including Capitol Hill and including
California that it was a very bad idea, and it was taking what was
developing as a competitive market and going backwards into a
monopoly situation. And the reality is that the worst of what we
felt would happen did happen.

Now at the side of that was the marketplace, I guess the term
of art would be gained it companies like Enron or other energy
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merchants take advantage of the situation. And I think that has
been the subject of the investigations, and that has been the sub-
ject of prosecutions. And as I understand it from what the chair-
man testified to and various other stories, there still are a number
of open investigations and potential prosecutions related to how the
deficiencies in that market were taken advantage of by individuals.
But I believe that the underpinning of that whole situation was
really the foundation of the market itself.

With respect to Enron, I have yet to see, with the exception of
credit issues, that counterparties in energy lost money because
Enron went bankrupt. I have yet to see the problems associated
with Enron’s lack of disclosure and general lack of business integ-
rity and internally not appearing to follow any normal standards
of accounting practices or self-policing. Those problems don’t ap-
pear to have anything to do with transactions. To the extent that
Enron was a competitor of ours and a fierce competitor of ours be-
cause Enron online became a transactional mechanism trading,
among other things, look-alike contracts to what was on NYMEX,
which leads me to the brief aside on Mr. Damgard’s products that
we have, and do, face competition exactly in our products on a daily
basis. Enron was but one of them.

However, giving them their due, the one benefit of Enron online
was it provided a certain amount of market transparency, which
doesn’t exist any longer. So in some ways, we have lost some
things. In other ways, it was just a bad company, an explosion
waiting to happen. And I think that we can look in the context of
accounting regulation, securities regulation, but I think to look at
commodity regulation as the fundamental cause is not correct. I
have testified before that I believe that there were some disclosure
and self-regulatory items that could have been improved or done
differently in the CFMA, and I still believe that. But I don’t believe
that those issues are of paramount importance as we sit here today
and certainly don’t justify any broad reopening and that the vast
majority of the CFMA has been extremely positive for the reasons
that we have all said: regulatory flexibility and the deterrence of
a lot of enforcement oversight by the Commission.

Mr. MORAN. Do you believe that the fraud and abuse provisions
are sufficient, that we are at the right regulatory stage in energy
markets?

Let me ask it this way: the Modernization Act created the appro-
priate standard. Is that true or false?

Mr. WOLKOFF. I believe the way the Commodity Futures Mod-
ernization Act has been applied and interpreted by the CFTC
makes it the appropriate standard. I think the CFTC has been ap-
propriately assertive and aggressive in how it has interpreted the
statutory language of the CFMA. I think without an aggressive
CFTC, just reading the statute, you can pick and choose various
phrases or words that might have been improved. However, the re-
ality of it, as we sit here today, is the antifraud and anti-manipula-
tion legislation is appropriate, is adequate, and is being reasonably
enforced and well enforced by the CFTC and the various agencies
of the U.S. Government.
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Mr. MORAN. Mr. Wolkoff, thank you. As is usual, you answered
the question much better than I asked it, and I appreciate that
very much.

One of the advantages of being the chairman is that the red light
has quit flashing while I am speaking, but I will give both Mr.
Smith and Mr. Burns a second chance to ask questions.

Let me ask one on this topic of Mr. Pickel about legislation that
is suggested pending mostly in the Senate on the issues related to
California and energy. I want to give you the opportunity to make
your position clear.

Mr. PICKEL. Well, we think that that legislation, that proposal,
which of course was tabled last week in the Senate process, but is
still being discussed, we understand, is flawed on any number of
levels. First of all, I don’t think that there is any evidence that
OTC derivatives were involved in what occurred in California. I
think I would agree with Mr. Wolkoff that there is clearly the regu-
latory authority as interpreted, as applied by the CFTC, to deal
with some of the issues that did arise there. And they have taken
enforcement action in a very deliberate and careful fashion, which
I think it was interesting to hear Mr. Wolkoff confirm the view of
the NYMEX. Of course, last year, when that legislation was consid-
ered, they were supportive of it, but at that time, the CFTC was
very deliberately going through the process of understanding what
occurred there and deciding what types of enforcement actions it
should take. And now, in light of those actions, the NYMEX has
indicated that they do not see a need for that legislation to pass.

There are any number of other issues. There are jurisdictional
issues, the fact that this committee has not been as actively en-
gaged in that process as well as the Agriculture Committee on the
Senate side as well. There are jurisdictional issues regarding how
the FERC and the CFTC are dealt with under that legislation. So
on any number of levels from a policy perspective, from a jurisdic-
tional, from a process perspective, we think it is fatally flawed.

Mr. MORAN. Thank you very much.
I would ask the Clerk to turn back the light on, and I will recog-

nize Mr. Smith.
Mr. SMITH. He just knows me too well.
It is my impression that with the CFTC, the Commodity Futures

Trading Commission, some of their muscle and spurs have been
taken away with what some considered more aggressive oversight
in the past. And it also is my impression that the expansion of
trading after the CFTMA, there has been significant expansion
and, I assume, an increase in profitability. How many owners are
there in the Chicago Board of Trade and the Chicago Mercantile
Exchange? And are there any single owners, individuals, as defined
by IRS, that would own more than 20 percent of the business? Help
the committee understand that a little bit.

Mr. CAREY. I can answer that more easily, because we are still
a membership organization. I don’t believe anybody owns 20 per-
cent of our exchange, and we are not bound by the SEC. So no, we
are still a membership organization, 1,402 regular members, and
then there are various associate memberships that total altogether
about 3,600 memberships.
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Mr. SMITH. And are any of the trades on the board as far as
being publicly traded?

Mr. CAREY. Well——
Mr. SMITH. Not the Chicago Board of Trade. You said no, it isn’t.

It is a membership.
Mr. CAREY. No, it is not. It is a membership organization.
Mr. SMITH. Are any of the trades, the Mercantile——
Mr. DUFFY. We are a publicly traded company, yes. We are the

only one in the United States that is publicly traded.
Mr. SMITH. And have profits gone up because of the market or

because——
Mr. DUFFY. The profits are up significantly for several reasons,

and I think it has absolutely nothing to do with the enactment of
the CFMA. It has got to do with fundamentals in the world econ-
omy. The Chicago Mercantile Exchange is there to manage risk for
the world, and that is exactly what we do. We all have seen and
have lived over the last several years what is going on in this
world. And we have seen the volatile markets that we have all par-
ticipated. Obviously, volatility is one of the drivers of our revenue,
because it creates more trade. Volatility has been there, so we have
increased our business, obviously, with the volatile markets.

So but I don’t think it has anything to do with the CFMA. What
the CFMA has done for us——

Mr. SMITH. But the CFMA, at least when we talked about it 4
years ago, part of the justification was to try to make sure that for-
eign markets didn’t take away. We were to have better flexibility
in attracting some of those businesses that were previously maybe
going to those foreign trades, is that right?

Mr. DUFFY. Yes, I think so, but I mean, the CFMA, what it has
done is it enabled for us to—originally, when we wanted to bring
product to market, we had to go to the CFTC, and it took months.
Now it can take up to 60 days is the maximum period. We went
for the CFMA to get the prohibition lifted on the Shad-Johnson Ac-
cord so we could participate in the single-stock futures, which we
do. We own 40 percent of OneChicago Exchange. We do now own
a single-stock futures exchange. So the CFMA had extremely a lot
of benefits to it, but our increase in volume is due to fundamentals.

Mr. SMITH. And Mr. Damgard, I don’t know who else, are there
any other of the future trades that are publicly traded?

Mr. DAMGARD. No, but I think they are contemplating that. The
IPO that the Chicago Mercantile Exchange did about a year ago
has been extraordinarily successful, and I think it must attract the
attention of the other exchanges. I would disagree with Mr. Duffy.
I think the CFMA dramatically lowered the cost of regulation for
the exchanges, and that certainly is contributed to the profitability
of exchanges. And I think that this committee deserves a lot of
credit for that.

Mr. SMITH. Gentlemen, thank you all. Mr. Chairman, thank you.
Mr. MORAN. Mr. Burns.
Mr. BURNS. Thank you, Mr. Chairman. Again, I appreciate the

opportunity just to get a little bit more information on how you did
in certain issues.

I want to shift to self-regulated organizations and the move
maybe in your marketplace to identify entities or associations that
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you would expect to act as SROs. How are those going to be estab-
lished, and how are they going to be effective in their purpose in
regulating the business that you are engaged in? Perhaps either,
I guess, Mr. Carey or perhaps Mr. Duffy, you could address that?

Mr. CAREY. Congressman, if you could rephrase the question a
little bit as far as the SROs are concerned?

Mr. BURNS. What entities or associations would you expect to act
as SRO organizations, for example, in your market or perhaps the
energy market?

Mr. DUFFY. Within the futures market, I mean just a tiny bit of
background, all of the exchanges themselves are SROs. The Na-
tional Futures Association is an industry-wide SRO that tends to
regulate those companies and individuals that are not otherwise
regulated directly by an exchange. The SRO concept has recently
been given a new breath of life in the issue of price indexes for en-
ergy markets in that there has begun to show a real problem in
the fact that many, many companies that are trading, say, in natu-
ral gas contracts no longer are reporting their prices to the price
reporting agencies because of the fear of investigation and prosecu-
tion, a lack of safe harbor. And one of the issues now that is open
and actually part of the energy bill is to create a new category of
SRO, which will stand between the energy merchants reporting
their transactions and the price reporting services, which are deter-
mining the indexes. And essentially, by requiring the energy mer-
chants to report to the SRO, they would receive, in essence, a safe
harbor for any type of investigation or fraud, because it would be
the job of the SRO to assure that the prices being passed along to
the index providers are bona fide transactions. So that is the new-
est and most innovative use of the SRO concept that would require
a very small modification to the Commodity Exchange Act and
therefore I am sure if it goes forward, you will see it again.

If I might just make one comment on the previous question of
CFMA. I think that without—I agree with Mr. Duffy that of course
business conditions, supply and demand do generally make it a
successful year or an unsuccessful year for an exchange. And it has
reduced to some extent the cost of regulation, although I have not
really been aware of that as a real factor. We seem to spend and
enormous amount of money on self-regulation. But where the
CFMA has helped is in the introduction of products and services,
such as new trading opportunities, new markets, over-the-counter
clearing, those things have brought real profitability to the Ex-
change. But I would add also to Mr. Damgard’s members who do
clear the vast majority, if not the entire number of transactions on
our Exchange, transactional opportunities, which are dollars and
cents for the industry as well. It has been a real boon money-wise,
revenue-wise, and profit-wise to us and to the FCM community
that serves us.

I hope I have answered your question, Congressman.
Mr. BURNS. Mr. Damgard, do you have a position, and could you

give some input on the future SROs?
Mr. DAMGARD. A number of my members have raised the ques-

tion of whether or not when an exchange changes from a member-
ship organization. And I think membership organizations were
what the Congress had in mind when they wrote section 3 of the
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Act for self-regulation, whether or not all of those functions that
are currently housed with the Exchange continue to be appropriate.
And we are gratified that Chairman Newsome has decided to do a
review of whether or not each and every one of those self-regu-
latory functions continue to be appropriate. For example, the ex-
changes regard many of the firms as competition, because they are
engaged heavily in the over-the-counter market, Mr. Pickel’s mar-
kets.

And to the extent that the exchanges have the right to create
their own rules and then find people in violation of those rules and
assess fines, we think that there is a conflict of interest there. We
also believe that the NFA has capability to do things that currently
are being done by the exchanges, and we look forward to participat-
ing in that review. I know that the audit function that the ex-
changes perform is one that is, number one, costly to the Exchange,
and number two, from time to time, a firm may not want to share
its innermost secrets with somebody who regards them as a com-
petitor in terms of what they are charging clients in the OTC mar-
ket.

So there are issues with respect to how self-regulation should
proceed, but in the past, I think that both the exchanges and the
NFA have an extraordinarily fine record of self-regulation, and of
course, all of this is subject to the oversight of the CFTC.

Mr. ROTH. Mr. Congressman, if I could just add that as an indus-
try-wide self-regulatory body, obviously Chairman Newsome’s in-
quiry is something that we have a deep interest in and look for-
ward very much to working with him on. The inquiry that Chair-
man Newsome is making isn’t really unique of the futures indus-
try. The same issues are being discussed on the securities side and
certainly in markets all over the world. And self-regulation, by its
nature, comes from the marketplace itself. And I am sure that as
the markets evolve, the self-regulatory process will evolve in a way
that best serves the interests of the members and the industry and
the public that trades there. And Chairman Newsome’s inquiry is
something that we look forward very much to cooperating with him
on that inquiry. And I think that it is a timely inquiry and one that
I am sure all of us will cooperate in every way we can.

Mr. BURNS. Thank you, Mr. Chairman.
Mr. MORAN. Just a couple of wrap-up questions from my perspec-

tive. First of all, I want to get the Exchanges to just mention brief-
ly their concern about tax treatment 60/40 and any other concerns
we ought to be aware of in the tax code that is important to you.

Mr. CAREY. Obviously, the 60/40 blend that you are referring to
the repeal of section 1256 that was contemplated a few weeks ago
is important. We were not here to really explain what it would
mean to our industry and that this tax treatment came from a well
thought out plan that was put in place, I think, in the early 1980’s,
around 1981. We are the only industry that can not enjoy capital
gains, and our customers can’t enjoy capital gains, so this mark to
market 60/40 treatment for our risk takers is very vital to the in-
dustry. It is, we think, what is a fair treatment and to raise it
without thinking of the consequences would have a ripple effect
throughout the industry and could adversely affect the liquidity
pools that currently exist.
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Mr. MORAN. Then I am interested in the products that we have
attempted to have joint regulatory oversight between the SEC and
the CFTC, is that just inherently not possible?

Mr. DUFFY. It is inherently not good. One of the issues we have,
obviously, and I think you are referring to, is our single-stocks, and
we have tried to list these products. I mean, we believe, and I think
it was the clear intent of the Congress not to have duplication of
regulation, and that is exactly what we are seeing. The SEC has
really come to the forefront on this, and they will not—it has made
the burdens really difficult on us, as the owners of OneChicago, to
list product. So we believe that no exchange is choosing the SEC
as its primary regulator. So Congress directed that the primary
regulator should be the regulator of the underlying—I am just try-
ing to find it here, of the underlying exchange and the secondary
regulator would assert its authority only in cases where the pri-
mary regulator failed or lacked authority. That is not something
that we have seen, and we would appreciate that that could be
brought to the forefront, because we are very concerned about this
issue.

Mr. CAREY. Just to get our voice known, we generally agree with
the Chicago Mercantile Exchange, and we would also look to Bill
Rainer and OneChicago to assist us in the details.

Mr. PICKEL. Mr. Chairman, I think it is inherent. I think that
they have different missions. And the SEC has always concentrated
on customer/investor protection. And the CFTC, from the very out-
set, has had institutional users and has been much more concerned
about protecting the marketplace. So those are things that are dif-
ficult to work through, but I think that, according to Jim Newsome,
they are making some progress, and we look forward to more.

Mr. MORAN. Yes, sir, Mr. Gaine.
Mr. GAINE. Yes, Mr. Chairman. I see the problem with the sin-

gle-stock futures, and I recall vividly several years ago arguing
strongly before this committee and other committees to not touch
the definition of security and pick up what is a futures contract.
Exclusive jurisdiction should mean what it says. Unfortunately, my
view was not the view of the Congress, as it ultimately turned out,
but I think the dire predictions, unfortunately to a great extent,
are proving true. But I mention that just to agree with the com-
ments of the Exchanges, but to raise again the issue where we
have public commodity funds that also are thoroughly vetted at the
CFTC and/or the NFA by the experts who know how commodity
markets work. And they have to register it under the 1933 Act of
the Securities and Exchange Commission, and we have questions.
And it is the same issue, but this one goes back 25 years. If any-
thing could come out of the good is to get a respectful deference on
a primary regulator concept or whatever, between the two agencies,
whether it is single-stock futures or whether it is our public com-
modity pools, it would be of great benefit to the investing public in
terms of efficiency and cost.

Mr. MORAN. All right. Mr. Gaine, I appreciate you taking the op-
portunity to say, ‘‘I told you so.’’

Mr. GAINE. This would be so foreign to me, Mr. Chairman.
Mr. MORAN. We were told. And I think there is inherent difficul-

ties in trying to have dual jurisdiction.
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Yes, sir.
Mr. ROTH. Mr. Chairman, if I could just mention, I sit here today

as a representative of the world’s only limited-purpose national se-
curities association and that NFA is subject to regulation by both
the CFTC and the SEC insofar as it pertains to our oversight of
security futures products. And we have worked very closely with
the CFTC and the SEC and the industry in developing the rules
for single-stock futures, but certainly the process for anybody that
is subject to regulation being subject to multiple regulators just
compounds the problems. And we have had a good working rela-
tionship with all of our oversight agencies, and hope to continue to
have one. But yes, there is just inherently, in the process, duplica-
tion of effort, and it makes the process more cumbersome.

Mr. MORAN. Let me just, to conclude, give any of you the oppor-
tunity to tell the subcommittee your conclusion about any sug-
gested changes or—and here I speak about legislative changes,
anything in particular that we ought to be thinking of as a result
of the Modernization Act that needs to be addressed by Congress.

Mr. DAMGARD. We believe that the Act is in the process of being
implemented and that it would be a mistake to open the Act to any
kind of modification. We do believe that some of the issues that we
have talked about with respect to the SEC and the CFTC could use
some nudging from Congress with respect to solving those prob-
lems.

Mr. PICKEL. Mr. Chairman, I might add, this is not directly rel-
evant to the CFMA and the CEA, but we continue to advocate the
passage of amendments to the Bankruptcy Code and the Bank and
Solvency Codes to confirm the coverage of netting under our con-
tract, our master agreement, as well as other industry-wide mass
agreements and repos and securities lending. We think that is an
important piece of legislation. In my testimony, I mention that in
the Enron bankruptcy, things went very smoothly as a result of
bankruptcy laws that were in place then. But there is always the
potential, in any bankruptcy, that someone may seek to get out of
its obligations by relying on the fact that the Bankruptcy Code
amendments have not been expanded as widely as we have advo-
cated them. So I would urge you to support the legislation that
would focus just on the financial netting provisions that are cur-
rently working its way through Congress.

Mr. MORAN. Thank you for the reminder.
Mr. DUFFY. I have been waiting a long time to say this. I com-

pletely concur with Mr. Damgard.
Mr. MORAN. On that note, I think it is a good time to adjourn

our subcommittee. And without objection, the record of today’s
hearing will remain open for 10 days to receive additional material
and supplementary responses from the witnesses to any question
posed by a member of the panel. This hearing, after I thank you
for your participation, I have discovered that the greatest gift any-
one can give is their time, and you have been very generous, and
we thank you for that. This subcommittee is adjourned.

[Whereupon, at 12:40 p.m., the subcommittee was adjourned.]
[Material submitted for inclusion in the record follows:]
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